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PROCUREMENT STUDY 


MONDAY, FEBRUARY 8, 1960 
U.S. Senate, 


SUBCOMMITTEE ON PROCUREMENT, 
OF THE COMMITTEE ON ARMED SERVICES, 
Washington, D.C. 

The subcommittee (consisting of Senators Thurmond (chairman), 
Stennis, Ervin, Cannon, Saltonstall, and Bush) met, pursuant to call, 
at 10 a.m., In room 212, Senate Office Building. 

Present : Senators Thurmond (presiding), Cannon, Saltonstall, and 
Bush. 

Also present: Harry L. Wingate, Jr., chief clerk, and William H. 
Darden, of the committee staff. 

Senator TuHurmonp. Today the subcommittee is starting hearings 
in connection with a study of military procurement that is required 
by section 4(a) of Public Law 86-89. 

Without objection the text of that section of law, together with a 
copy of a letter from the chairman of the Senate Committee on Armed 
Services requesting and authorizing this subcommittee to make the 
requirement procurement study, will be inserted in the record at this 

int. 

mm The documents referred to are as follows :) 


Excerpt From Pusiic Law 86-89 
86TH ConGREss, H.R. 7086 


JULY 13, 1959. 
AN ACT To extend the Renegotiation Act of 1951, and for other purposes 


SEC. 4. STUDIES OF PROCUREMENT POLICIES AND PRACTICES AND 
THE RENEGOTIATION ACT OF 1951. 


(a)(1) The Committee on Armed Services of the Senate, or any duly author- 
ized subcommittee thereof, and the Committee on Armed Services of the House 
of Representatives, or any duly authorized subcommittee thereof, are directed 
to make full and complete studies of the procurement policies and practices of 
the Department of Defense, the Department of the Air Force, the Department 
of the Army, and the Department of the Navy. Such studies shall include an 
examination of the experience of such Departments in the use of various methods 
of procurement and types of contractual instruments, with particular regard to 
the effectiveness thereof in achieving reasonable costs, prices, and profits. 

(2) Each committee shall, not later than September 30, 1960, report to its 
House the results of the study conducted by it pursuant to paragraph (1) of thts 
subsection, together with such recommendations as it deems necessary or 
desirable. Each committee shall make all material and data collected in the 
course of the study conducted by it available to the Joint Committee on Internal 
Revenue Taxation to assist it in making the study required by subsection (b). 


1 
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JULY 18, 195 
Hon. Strom THURMOND, —_ 


United States Senate, 
Washington, D.C. 


Deak SENATOR THURMOND: Section 4(a) of Public Law 86-89, which amended 
the Renegotiation Act of 1951, directs the Committee on Armed Services of the 
Senate, or any duly authorized subcommittee thereof, and the Committee on 
Armed Services of the House of Representatives, or any duly authorized subcom- 
mittee thereof, to make a full and complete study of the procurement policies and 
practices of the Department of Defense, the Department of the Air Force, the 
Department of the Army, and the Department of the Navy. This study is 
required to include an examination of the experience of these departments in 
the use of various methods of procurement and types of contractual instruments, 


— particular regard to the achievement of reasonable costs, prices, and 
profits. 


The committee is required to report the results of this study, together with 
such recommendations as it deems necessary or desirable, by September 30, 1960. 

Since the subcommittee for the consideration of three military procurement 
bills, of which you are chairman, will undoubtedly cover much of the area con- 
templated by the referenced provision of law, the purpose of this letter is to 
request and authorize the subcommittee to conduct the study required by section 
4(a) of Public Law 86-89. 

With best wishes, I am 

Sincerely, 
RIcHARD B. RUSSELL. 

Senator Tuurmonp. The subcommittee membership is the same as 
that of the subcommittee appointed to consider S. 500, S. 1383, and 
S. 1875. Hearings on these bills have been printed. These hearings 
contain much helpful information, but since they were directed to 
specific phases of procurement that were touched by provisions of 
the bills concerned, that could hardly be described as a “full and 
complete study of procurement policies and practices” called for by 
the act extending the Renegotiation Act. 

For the subcommittee the chairman wrote last fall to the Assistant 
Secretary of Defense for Supply and Logistics, Mr. McGuire, to 
bespeak his cooperation and to ask that he arrange for the coordinated 
assistance of the military departments. At that time the Chair 
indicated that the subcommittee has not prejudged any aspect of the 
study and that our intention is to conduct it in an objective manner. 
With the cooperation of the Department of Defense, the Chair hopes 
the study can result in what he knows are common objectives: enhance- 
ment of the national security and reduction of unnecessary costs. 

The Chair understands that Secretary McGuire and his assistants 
have prepared a comprehensive presentation on procurement that 
consists of a series of papers on fundamental topics. Although this 
presentation may cover some material already known to the sub- 
committee, the Chair believes we must begin at an elementary stage 
and then proceed to the more sophisticated and complex phases of the 
subject. 

These initial hearings should serve to orient us to the major prob- 
lems and give us a basis on which to select the areas requiring a more 
intensive study. One of these areas is that of analysis of the various 
methods of procurement and types of contractual instruments. with 
emphasis on the attainment of reasonable cost, prices, and profits. 

At this point the Chair would be glad to recognize any member 
of the subcommittee who desires to comment before the testimony 


begins. 
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If there are no comments, we are glad to have you and your assist- 
ants, Secretary McGuire. You may proceed. 

Just a minute. Senator Saltonstall has come in and he may have 
some comments or suggestions. Senator Saltonstall is a member of 
this subcommittee and he is a sponsor of the bill S. 500 before this 
subcommittee, and a very able member of the Armed Services Com- 
mittee. Senator Saltonstall. 

Senator Sauronstautu. Mr. Chairman, I have just a brief statement. 
I will not take the time of the committee or the witness to read it in 
full, but I would like to put it in following your statement, as I think 
this is a very important subject, and I think with all the differences 
of opinion that we are seeing today on the subject of defense and 
defense appropriations—everything that we can do to increase effi- 
ciency and increase economy and get a better and speedier method 
of procurement, we should try to do, and that is the purpose really 
of the hearings of this subcommittee. And also it is the purpose of 
§. 500 which I filed over a year ago. 

S. 500, as Mr. McGuire knows, was based on hearings before Sena- 
tor Lyndon Johnson’s preparedness Investigating Subcommittee two 
years ago where we had a number of suggestions on how to improve 
the procurement law of 1947. 

I am very glad that you are undertaking this study because I 
know how much interest you have, particularly the Army, the armed 
services, and their equipment, and Mr. McGuire has done a lot of 
work on this problem. Certainly as one member of this committee, I 
appreciate it because we have had many discussions, and I know he 
has many ideas, and I hope that this subcommittee may act on some 
form of a modified version of S. 500. 

As I told you, Mr. Chairman, a year ago, that was not any attempt 
to be all-inclusive or right. It was put in to create suggestions and 
create ideas with the underlying principle of improving the procure- 
ment policies of our Defense Department. Mr. Chairman, I would 
appreciate the opportunity to say this, and I ask unanimous consent 
to file this statement which I have. 

Senator THurmonp. Without objection, the statement of Senator 
Saltonstall will be admitted to the record. 

(The statement of Senator Saltonstall follows :) 

Mr. Chairman, I wish to congratulate the committee as it begins these hear- 
ings, under the authority of the extension of the Renegotiation Act, and thus 
enters a new stage in its study of the critical subject of defense procurement. 

During the past few weeks, the great defense debate has flared up again—I 
hope it is in the nature of a brush-fire war, Mr. Chairman, rather than an all-out 
strategic conflict—with the expected charges and slogans and budget-hassle. 

It has occurred to me during this time that the refurbishing of our procure- 
ment laws is something on which, with proper study, we can reach strong and 
constructive agreement. Congress can make an invaluable contribution by 
passing revised laws to meet the problem. 

I believe that the subject Mr. McGuire of the Defense Department and all of 
us on this committee will again address ourselves to starting today is one of 
the most important confronting the Congress in this session. It would be diffi- 
cult to overemphasize the far-reaching implications of the whole system of 
military procurement for the health of our national economy and the capability 
of our continuing retaliatory power. 

Our committee has a solemn obligation to streamline our Armed Forces and 
their procurement services, so they can help provide maximum security for the 


United States and the rest of the free world in an era which is typified by new 
dimensions of insecurity. 
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We must not consider Government procurement only in the light of military 
needs. As representatives of the American people, we must be concerned with 
a coordinated consideration of foreign policy, scientific progress and our ecd- 
nomic capacity. We have a duty to prove that even though some of our mili- 
tary equipment grows obsolete from time to time, there is no obsolescence in our 
men and institutions. 

Mr. Chairman, the decisions we make here as a result of this study can be as 
vital to the safety of our country and the peace of the world as decisions 
reached in conferences of the Joint Chiefs of Staff or accomplishments made in 
the laboratories of our space scientists. 

This is simply because we cannot separate technology from its application. 
Scientific and technological breakthroughs mean nothing until they can be trans- 
formed into working components. Without efficient management of the trans- 
formation, valuable time saved by scientists can be lost again by inefficiency 
in the production area. This is why the quality of the operational management 
of procurement both within the military departments and in industry is go 
important. 

Mr. Chairman, one of our greatest needs is to reduce the “lead time” in our 
procurement process. Apparently, the time lag between the conception of work- 
able idea to the delivery of the military product may be nearly twice as long 
in this country as in the Soviet Union. This is a real and a serious “gap.” 

It is natural that a totalitarian state is more efficient in this regard than is a 
democracy—with certain built-in disadvantages related to its principles of free 
dom and the dignity of man—but this is all the more reason why we must 
bring to bear upon this issue the traditional business, industrial and entrepre- 
neurial brilliance of this country. 

To reduce this dangerous lag in the procurement process, Mr. Chairman, I 
introduced 8S. 500 last year, and hearings were held in this committee on the 
bill. 

At the time the bill was introduced, I said on the Senate floor: 

“Undeniably the United States has maintained overall military superiority in 
the great power struggle of the cold war. We have today the necessary mili- 
tary strength to deter aggression, to discourage any nation from attacking us be- 
cause of the knowledge that we could return upon him complete devastation. 

“It is this strength that we must maintain in the years ahead. If we assume 
that our future security depends upon our ability to maintain adequate military 
strength for deterrent capability—and this is a sound assumption—then lead 
time, the time for development of weapons from ideas to hardware, is all- 
critical. We can ill afford a month’s or even a week’s delay in vital procure- 
ment.” 

The bill is designed to improve the laws governing military procurement. It 
would act to remove obstacles to improving the management of military pro- 
curement, and also stimulate such improvement affirmatively. It seeks a speedup 
largely through competitive negotiation and an expansion of the weapons sys- 
tem concept of procurement. It would help to bring about greater efficiency 
through better utilization of American management talent. 

If many of our Government contract dollars were to be awarded through 
the method of competitive negotiation, Mr. Chairman, it seems to me that the 
Congress and the American people would like some further assurance that such 
awards would be as fair and economical as the traditional method of adver- 
tised competitive bidding. I offer two suggestions which would help bring 
this about : 

All procurements, which are not classified, should be publicized in the “Daily 
Synopsis of Government Procurements” of the Department of Commerce, before 
negotiation is begun, so that all qualified bidders will be on notice of the Gov- 
ernment’s needs. 

After competitive negotiation has been completed, through some similar me- 
dium the awards should be publicized, together with the amounts of all bids and 
the reasons for selecting the winning contractor. 

These safeguards, together with further use of performance specifications, 
rather than technical specifications, should produce more economy and more 
efficiency. But I recommend further that we control more strictly the sub- 
contracting of components, both to utilize more fully our vast industrial capacity 
and to make possible more small-business participation in the defense program. 

Our armed services deserve commendation for two major steps which are con- 
tributing already to efficiency and economy in the defense procurement program, 
Mr. Chairman; namely, the single manager method of procurement, through 
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which one service procures a major item for all, and the trend toward the pur- 
chase of all common items through the Federal Supply Service of the General 
Services Administration. 

Further reforms may be in order, and I look for them all to come through the 
orderly deliberation of this committee. 

Since the writing of the Armed Services Procurement Act in 1947, Mr. Chair- 
man, military technology has dramatically changed. In the space age, the capa- 
pility for lightning-fast response is essential for our Nation’s security. I welcome 
the chance to join with my colleagues in an effort to produce such constructive 
legislation as may be required. 


Senator THurmonp. Mr. McGuire, you may proceed. 


STATEMENT OF PERKINS McGUIRE, ASSISTANT SECRETARY OF 
DEFENSE (SUPPLY AND LOGISTICS); ACCOMPANIED BY G. C. 
BANNERMAN, DIRECTOR FOR PROCUREMENT POLICY; JOHN J. 
PHELAN, JR., ASSISTANT DIRECTOR FOR PROCUREMENT POLICY; 
J. NASH AND COMDR. J. M. MALLOY 


Mr. McGume. Mr. Chairman and members of the committee, I ap- 
preciate the opportunity to appear before this committee in response 
to your invitation to discuss the procurement policies and practices of 
the Department of Defense. 

When the committee hearings on Senate bills 500, 1383, and 1875 
concluded last summer, I devoted considerable thought to how the 
Department could best be of constructive assistance in your procure- 
ment study called for by Public Law 86-89, which extended the 
Renegotiation Act. 

It appeared to me, and to my staff, that your purpose in this study 
would hardly be served if we directed our attention only to specific 
areas of general interest. After discussing the scope of our presen- 
tation with the staff of the committee, we felt that we could be more 
helpful if we undertook to present a comprehensive picture of defense 
procurement. Accordingly, in consultation with the military depart- 
ments, I determined that such an extensive presentation on defense 
procurement should be prepared. 

We have doneso. It is long—necessarily so. We think it is worth- 
while and that it will be helpful to you in the study in which you are 
now engaged. 

For convenience and ease of understanding, we have broken this 
subject into eight separate topics. They are: 

. Introduction to Defense Procurement, 

. Historical Development of Procurement Methods, 

. Advantages and Limitations of Formal Advertising, 
. Specifications, 

. Types of Contracts, 

. Research and Development, 

. Weapon Systems, and 

. Pricing of Defense Contracts. 

The purpose of the first presentation, Introduction to Defense Pro- 
curement, is to provide some general background information which 
should be of assistance in considering the presentations which follow. 
It covers, for example, what we buy, how we buy, how we are organized 
to buy, and how we control it. 
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The second subject discusses the 17 specific situations in which Con- 
gress has authorized the use of the negotiation method of procurement. 
It goes into the legislative history of these authorities. I think it will 
prove of interest to see how far back some of these grants of authorit 
go. There is a mistaken belief in some quarters that most, if not all, 
of the so-called 17 exceptions originated with the Armed Services 
Procurement Act of 1947. 

The remainder of the subjects to be discussed are generally self- 
—ees- ae ) 

he paper on Formal Advertising explains when this method of pro- 
curement is effective and when it is not. 

The Specifications presentation discusses our use of specifications 
and their part in stimulating maximum competition. 

I cannot emphasize too strongly the importance of the discussion on 
Types of Contracts. As you know, the availability of various types 
of contracts is essential to realistic pricing of our purchases. 

Research and Development and Weapon Systems could have been 
joined together. We chose to separate them, however, in order to give 
proper balance to the important features of each. 

Pricing is the final subject for discussion. Those of us with man- 
agement responsibilities in the Department believe a good buying job 
is being done. Weknow it can beimproved. The discussion of pricing 
will show you what our pricing problems are, how we come at them, 
and what we are doing continuously to improve our operations. 

Mr. Chairman, and members of the committee, before I conclude, I 
must say that I do appreciate your making both yourselves and the time 
available for us to present this material to you. I think we will all find 
that it will be time well spent. 

In order that you may have an analysis of our procurement program 
and policies in detail, I have with me today my three top procurement 
people, Mr. Bannerman, who is right here, my Director for Procure- 
ment Policy. 

Senator Tuurmonp. How do youspell his name? 

Mr. McGourire. B-a-n-n-e-r-m-a-n. 

Senator Tuurmonp. Yes. 

Mr. McGurre. Mr. Phelan, the Assistant Director for Procurement 
Policy, and Commander Malloy, the Chairman of the Armed Services 
Procurement Regulation Committee, who will be available to answer 
any questions that you may have as this presentation is made. 

Mr. Chairman, if you would indulge me just one more minute. I 
think that this committee is to be complimented because, to my knowl- 
edge, this is the most comprehensive and detailed survey which has 
been made on what the Department of Defense is really doing in pro- 
curement. 

Now, all people may not agree with it, but that is not the purpose 
of our presentation. The purpose of our presentation is to compile 
in a group of documents here the complete picture of our procurement. 
I do not think this has ever been done before in this detail. 

Senator Tuurmonp. That was my idea of what should be done. I 
felt it would be very helpful to the committee to have the entire pro- 
cedure that has been followed in the past, to have all of the facts and 
information available to us, and then we can make a more intelligent 
study and come up with more intelligent recommendations. 
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Mr. McGuire. Of course, it goes without saying, we are only too glad 
to help:you in any way we can in any questions you have in this. 

Senator Tuurmonp. I want to thank you, Secretary McGuire, for 
your fine cooperation and for your appearance here this morning. I 
understand you have another engagement, and if you are through, we 
will excuse you, unless Senator Saltonstall has some questions. 

Senator SaLtronsTay. I just have this, Mr. Chairman, and I hope 
it will be helpful, subject to your approval. I think it would be very 
helpful to put in the record, not to have Mr. McGuire go into detail 
about it, the underlying principles of the Renegotiation Act in con- 
nection with the procurement policy because, personally, I know the 
principle of it but I do not know the terms of how it takes effect and 
when it does, and so on. 

Perhaps you do, Mr. Chairman. But I think it would be wise. 

Senator ‘THurMonp. Mr. Secretary, could you furnish that? 

Mr. McGuire. We can, and if I might suggest to you, I think it 
would be helpful also—— 

Senator THurmonp. Do you have a place where you suggest it 
would go in ? 

Mr. McGuire. I think we can supply this for the record toward the 
end. 

Senator Tourmonp. Is that agreeable to you? 

Senator SattonsraLu. Whatever you say, Mr. Chairman. 

Mr. McGuire. I would also like to say, when we do it, it is not clear 
to most people when we price contracts, the things we allow or disal- 
low, and the things that the Renegotiation Board allows or disallows. 
These are fundamentally different. 

As a matter of fact, in many instances, in our pricing, we will not 
allow things that the Renegotiation Board will, and I think this will 
be helpful to the committee. 

Senator Tuurmonp. I think it would be very helpful to the com- 
mittee. 

Mr. Bannerman. Mr. Chairman, if it would be useful, I think we 
could work up such a statement, working with the Renegotiation 
Board, which, as you know, is an independent agency and has no con- 
nection with our Department. I am sure we could get a joint state- 
ment that would be helpful for this purpose. 

Senator TuHurmonp. I think that would be helpful, too, if that 
would be possible. 

Thank you, Mr. Secretary. 

(Notre: The committee print entitled “History and Brief Outline of Renegotia- 
tion” prepared by the staff of the Joint Committee on Internal Revenue Taxa- 
tion, for use of the House Committee on Ways and Means, contains pertinent 
information on renegotiation.) 

Mr. McGurre. I will be glad to stay up to 11 o’clock. 

Senator Tuurmonp. Who is your next witness? 

Mr. McGume. Mr. Bannerman. 

Senator THurmonp, Mr. Bannerman, we will be glad to hear from 

ou. 
t Mr. Bannerman: Thank you, Mr. Chairman. 

We have arranged to have Commander Malloy read the first paper 
which is the one on “Introduction to Defense Procurement.” 

Senator Taurmonp. All right, Commander Malloy, we are glad to 
have you with us again. ’' 
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INTRODUCTION TO DEFENSE PROCUREMENT 


Commander Matzoy. Any consideration of defense procurement 
must necessarily be based on an understanding of its magnitude and 
= The Department of Defense annual procurement. pro- 
gram is about $25 billion. We buy a tremendous variety of pid. 
equipment, and services. These include housekeeping items, mainte- 
nance supplies, production facilities, research and development, and 
military weapons. This vast range of purchased items—running, as 
it does, from simple, commonplace items to highly complex items 
never previously manufactured—presents a huge undertaking. 

Because our program is so vast and complex, it is not easy to ap- 
preciate in its totality. Therefore, in this initial presentation, we 
shall try to give you a “feel” forit. We will point out: 

I. What we buy; 

II. How we buy; 

IIT. How we are organized to buy ; and 

TV. How we control it. 

In this way and with the clarification which appropriate statistics 
may shed, we hope to bring into some perspective the tremendous 
undertaking which defense procurement is. 


I. WHAT WE BUY 


Military procurement, as we use the term, refers to purchases of 
supplies and services, including construction. To simplify this, three 
general categories of items are purchased, other appropriate break- 
downs might be made, but this will serve our purpose at this time: 

(a) Items which are identical with those required by other Gov- 
ernment agencies, such as office furniture and supplies, household fur- 
niture, and commercial tires and tubes. These items are acquired 
through GSA. 

(6) Commercial-type items and items of conventional military 
equipment which can be supplied by many concerns. This category 
includes such items as clothing, petroleum products, hardware, lumber, 
pent small boats, and so forth. These items are normally purchased 

formal advertising; negotiations, however, is used for small pur- 
chases and in carrying out our small business and labor surplus and 
disaster area programs. The fact that a procurement is negotiated 
does mean an absence of competition—as we will discuss later. 

(c) The third category—and by far the largest dollarwise—com- 
prise research, development, and production of complex military 
weapons and equipment. These include missiles, aircraft, ships, tanks, 
radar, and other complicated items which generally have no counter- 
part in the commercial] market. The majority of these items are pro- 
cured by competitive negotiation—which will be referred to later. 

How much of these items do we buy? In fiscal year 1959, our de- 
fense procurement program involved the purchase of a very large 
number of the 3.5 million different items which we carry in our cata- 
log, required about 6.7 million separate actions and totaled $25 billion. 
This represented over 60 percent of the Defense budget of $40 billion. 
It comprised over 30 percent of the national budget of $80 billion. 

By way of additional comparison, three large U.S. corporations 
(General Motors, General Electric and United States Steel), with 
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combined annual sales of $17 billion for the calendar. year ending 
December 31, 1958, purchased during that period materials and serv- 
ices of about $8 billion, or only about one-third as much. 

Rather than talking in billions or millions, maybe we can reduce 
this to an area we are all familiar with. For fiscal year 1959, the Arm 
ran some figures on average monthly subsistence purchases, which wi 
illustrate the point. 

For example, here are some of these average monthly figures : 


[In millions} 














Amount Value 
ns spite al ci gigcg do kwdgtle ghbieiaiigh~ daciad pemmenewasyy pounds. 23.0 $12. 2 
Tn a eeu amanarsesenesteraitemnill do__- 4.6 <3 
Pee seONiha Je S52 06h bind ios shb se eh ade Shab Eo do 8.1 2.6 
I nce n dl andicnnh ede widen ethpiecsen gH teaaadeaigenbosd doz a a : 2. : 
BML A Jodoe kbd CL duddbbabaddscosenbbhucebdedbaeccawewlien pounds ’ j 
EE cbt. D258 5... caches toned bkbh &vouphinhteedanbbbabendams Weeks do 16.1 9 


| 





Since these are items we use daily in our homes, these quantities may 
seem astronomical. Actually, however, the amount of money ex- 
pended on subsistence is relatively small compared with our aircraft 
and missile programs. In fiscal year 1959, for example, while $491 
million went for subsistence, $6,487 million and $4,490 million, respec- 
tively, were required to support the aircraft and missile efforts. 

Exhibit 1 is a breakdown of this $25 billion by major programs. It 
will be noted that 3 of the 16 programs—aircraft, missiles, and elec- 
tronics—alone accounted for over 63 percent of our dollars. 

You might care, Mr. Chairman, to glance at exhibit 1 (p. 23), at 
this time. 

Mr. Chairman, I do not intend to read all of those figures, but I 
thought it might be helpful to glance at them as we went along. 


Il. HOW WE BUY 


During fiscal year 1959, defense procurement required about 6.7 
million separate actions. Of these, 5.8 million were contracts placed 
by formal advertising, small purchase procedures, and negotiation. 

The balance of about 900,000 actions was intragovernmental orders 
or modifications made pursuant to the terms of existing contracts. 

Exhibit 2 (p. 24) shows that the vast bulk of our procurement ac- 
tions were small purchases; namely, 4.8 million, or 82.9 percent. Of 
the balance of 8.7 percent in the United States 4.9 percent of the actions 
were formally advertised and 3.8 percent were negotiated. The re- 
maining 8.4 percent which makes up to the 100 percent were oversea 
procurements. 

In connection with exhibit No. 2 (p. 24), Mr. Chairman, I would 
just like to call the committee’s attention to one figure shown on this 
exhibit; namely, the percent of our dollars shown here as being placed 
by advertised procurement. The figure here shown for purposes of 
these figures is 21.2 percent. Actually, if we take the amount of dol- 
lars which are shown here and project that against the total of all of 
our procurement, the percentage figure for formal advertising would 
be 13.6 percent. I point this out merely to be sure that there is no 
confusion on this point. 
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Senator Sauronsraty. Mr. Chairman, I know you do not want 
questions at this time, but for clarification, I do not quite understand 
quickly, where you say 95 percent of all defense procurement is with. 
out competition, what is this 21 percent of all defense dollars obligated 
under the last sentence of your “first” basic fact on page 4 of your 
statement. 

Mr. BanNnERMAN. Senator, we do not say that 95 percent of all our 
defense procurement is accomplished without competition. This js 
a figure that is used against us sometimes with which we do not agree, 

_ The figure comes from this 4.9 percent of actions which are adver- 
tised, that you see on the top, on the left-hand percentage column 
there. That is the number of actions, not dollars, and it is true that 
only 4.9 percent of our procurement actions are formally advertised. 

But we will go into this more as Commander Malloy goes on, and 
point out that as to the balance of the actions, many of them are also 
competitive. 

Commander Max.oy. From time to time we hear it said that 95 
percent of all defense procurement is accomplished without competi- 
tion. Such statements are incorrect and reflect a sninundanstanding 
of certain basic facts. 

First, these statements are based on statistics which show the num- 
bers of procurement actions rather than upon those which show the 
dollar values involved. While it is true, as just pointed out, that 
formally advertised actions account for 4.9 percent of the total num- 
ber of actions, this method of procurement, including small business 
restricted advertising, accounted for $3.4 billion, or 21.2 percent of 
all defense dollars obligated. 

Second, these statements overlook the fact that 82.9 percent of all 
actions are the small purchases we referred to earlier. Because the 
administrative costs of formal advertising procedures often outweigh 
the value of small dollar purchases, Congress specifically authorized 
the negotiation of such purchases. Moreover, it does not follow just 
because these small purchases are negotiated that competition is not 
obtained. 

The Armed Services Procurement Regulation (ASPR) requires 
that reasonable solicitation of quotations from qualified sources be 
secured for all purchases over $100. And for procurements under 
$100, we require such purchases to be distributed equitably over a 
period of time among qualified suppliers. 

Third, such statements are based on the assumption that only 
formally advertised procurements involve competition. This assump- 
tion is untrue. 

Referring to exhibit 2 again, it should be noted that 47,780 sepa- 
rate actions involving $2.3 billion were negotiated competitively. 
This was price competition. In fact, these charts and statistics show 
only the presence or absence of price competition. They fail to re- 
flect in any way the other kinds of competition which the military 
departments employ when competition based solely on price is un- 
available. This explains, perhaps, why the 0.6 percent of the actions 
and $8 billion listed as “negotiated with one source,” in exhibit 2, 
have been interpreted as being effected without any competition what- 
soever. 

Fourth, these statements do*not take into consideration the fact, 
just mentioned, that our statistics in exhibit 2 cover only price com- 
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tition, and, further, that there are other kinds of competition gen- 
erated and obtained in our negotiated procurements. 

Last summer when this committee requested information showing 
the extent of competition obtained in negotiated procurements, quite 
frankly, we had no statistical information available within the De- 

artment to respond to the precise question asked. At that time, we 
considered that some breakout of the dollars listed as “negotiated 
with one source” could be accomplished to show the degree of com- 

tition obtained prior to negotiations with that source. 

Accordingly, each of the military departments undertook to check, 
contract by contract, the larger dollar volume procurements classified 
as “negotiated with one source” to determine— 

(a) ether they had been placed as a result of the submission of 
competing designs or technical proposals for the conduct of research, 
development, test or other such service ; or 

(6) Whether they were procurements which flowed or followed 
on from procurements which were placed under the types of competi- 
tion in (a) above, or under price competition. 

The information so developed was submitted for the record 
and may be found at page 106 of the military procurement hearings. 
However, since this information covered only the first 9 months of 
fiscal year 1959, the military departments recently undertook the very 
same effort for the entire fiscal year. 

This last review and study shows that : 

1. The Army reviewed contracts amounting to $1,630,022,080 out of 
the total of $2,128,900,000 listed as negotiated with one source. It 
found that contracts of $1,372,778,835 were procured after competition 
of one or the other types of competition mentioned above. In other 
words, 84.2 percent of the dollars reviewed relate back to competitive 
situations. 

2. The Navy physically reviewed $2,029 million out of its total of 
$3,017, 464,000 listed as negotiated with one source. It found that 75 
percent of the dollars checked was placed as the result of such basic 
competitive situations. 

3. The Air Force surveyed $2,975 million out of the $3,091,466,000 
similarly listed and found that $2,600,825,469, or 87.4 percent of the 
dollars examined related to aircraft and missiles which were pro- 
cured after the conduct of a design competition. 

The balance of the dollars reviewed in each case was obligated by 
negotiation with one source. As we all know, competition is sometimes 
precluded because of the existence of patent rights, secret processes, 
control of basic raw material, and when only one source exists for a 
particular supply or service. 

Moreover, in the interest of national defense or industrial mobiliza- 
tion, Congress has specifically authorized negotiation with one source 
to have, for example, a plant or producer available for furnishing 
property or services in case of a national emergency. 

us, the preponderance of the money obligated by contracts listed 
as “negotiated with one source” actually resulted from competitive 
situations. 

Additionally, as exhibit 2 shows, the military departments placed 
$3,447 million by formal advertising; $2,371 million by competitive 
price negotiation; and $769 million in actions of $2,500 or less using 
small purchase procedures, which require, as we noted, that a reason- 
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able number of quotations must be obtained on such purchases of $100 
or more. 

Since the extent of all types of competition obtained, not just price 
competition, is essential to any consideration of the degree of competi- 
tion obtained in defense procurement, we are taking steps to revise our 
reporting procedures so that this precise information will be readil 
available in the future. The Armed Services Procurement Regulation 
Committee, which will be referred to later, is currently developing the 
mechanics to accomplish this. 

It is realized that we have spent considerable time and gone into 
quite some detail on these fundamental statistics. Our motivation, 
however, has been strictly one of being helpful and of clarifying in- 
formation, which, when unexplained, has not been sufliciently clear 
in the past. 

Ill HOW WE ARE ORGANIZED TO BUY 


This part of the presentation comes from a request. by a representa- 
tive of the committee that we explain our procurement organization— 
in other words, who does the actual buying. 

At the outset, it should be made clear that the Office of the Secretary 
of Defense does no purchasing. All procurement is effected by the 
three military departments. To explain the defense procurement or- 
ganization, it will be helpful if we approach it from the organiza- 
tional structure and functional responsibilities first, and then, sepa- 
rately, discuss the coordinated procurement and related programs 
under which specific defensewide procurement responsibilities are 
assigned to one military department. 


THE PROCUREMENT ORGANIZATION 


The procurement organization of the Department of Defense is out- 
lined on exhibit 3 (p. 25). Under the Secretary of Defense, the As- 
sistant Secretary of Defense (Supply and Logistics) establishes pro- 
curement policies and procedures for the entire Department. 

To render assistance in this connection, the Armed Services Pro- 
curement Regulation Committee develops uniform procurement poli- 
cies and procedures for issuance by the Assistant Secretary of Defense. 
This committee is composed of representatives of the three military 
departments and the Office of the Assistant Secretary of Defense. 

Within each military department, an Assistant Secretary is in 
charge of military procurement—namely, the Assistant Secretary of 
the Army (Logistics), the Assistant Secretary of the Navy (Mate- 
rial), and the Assistant Secretary of the Air Force (Materiel). At 
the next lower echelon a military official in each department is respon- 
sible for coordinating and directing the overall procurement 
operation. 

The Assistant Secretary of the Army (Logistics) has delegated to 
the Deputy Chief of Staff for Logistics the authority for carrying out 
his procurement functions throughout the Army Establishment. The 
Deputy Chief of Staff directs and controls the procurement. functions 
of the technical services, which include the Chemical Corps, Corps of 
Engineers, Ordnance Corps, Signal Corps, Quartermaster Corps, 
Transportation Corps, and Army Medical Service. 

The procurement responsibilities of the individual technical services 
are as follows: 
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Chemical Corps: Procurement of services, material, and equipment 

rtaining to chemical, biological, and radiological warfare, and re- 
ated research. 

Corps of Engineers: Procurement of the engineering, construction, 
repair, and real estate services and material for the Army and the Air 
Force, and related research. 

Ordnance Corps: Procurement of ordnance material, including 
guiis, missiles, ammunition, motor vehicles, and related research. 

Signal Corps: Procurement of signal communications, electronics, 
pictorial, and cryptologistic services and material, and related 
research. 

Transportation Corps: Procurement of transportation services and 
material for the Army, and related research. In addition, the Mili- 
tary Traffic Management A gency, a single managership, operates under 
the Transportation Corps. 

Quartermaster Corps: Procurement of all types of quartermaster 
equipment, supplies and services, and related research. Additionally, 
two single manager commodity assignments made to the Army, the 
Military Subsistence Supply Agency, and the Military Clothing and 
Textile ep ly Agency, operate under the Quartermaster Corps. 

Army ) Salsa! Service: Contracts for dependents’ medical and hos- 
pitalization services, medical research, and miscellaneous supplies and 
services for support of Army hospitals. 

In addition, the six continental Armies in the United States and 
the Military District of Washington supervise the not inconsiderable 
volume of local procurement effected at the level of Army posts, 
camps, and stations. 

The direction of the Army’s research and development effort is 
vested in the Director of Research and Development and the military 
Chief of Research and Development. Under their direction and con- 
trol, the technical services are responsible for the research, develop- 
ment, and test of materiel assigned to them. 

In the Navy, under the Assistant Secretary of the Navy (Material), 
the Chief of Naval Material directs the efforts of the bureaus and 
offices of the Navy Department in procurement matters. These 
bureaus and offices, which are similar to the Army’s technical services 
in that each generally has cognizance of a broad category of material, 
have respective procurement responsibilities as follows: 

Bureau of Naval Weapons: Procurement of all Navy and Marine 
Corps aircraft, rockets, guided missiles and naval ordnance, including 
major components and equipment and services related to their mainte- 
nance and repair and related research and development. This Bureau 
was established on December 1, 1959, through a merger of the former 
Bureaus of Aeronautics and Ordnance. 

Bureau of Ships: Procurement of naval vessels of all types, includ- 
ing hulls, components, machinery, and all major electronic equipment 
except specialized air and fire-control electronic equipment; for re- 
search and development on such items; and for materials and appli- 
ances connected with chemical and biological warfare defense. It also 
procures all vessels and water craft needed by the Army and Air 
Force and makes ship repair contracts with private shipyards. 

Bureau of Yards and Docks: Procurement of services and materials 
related to public works, including construction and repairs at shore 
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activities, public utilities, and transportation not otherwise assigned 
The Bureau also serves as a construction agency forthe Air Force, _ 

Marine Corps: Procurement of all equipment, supplies, and services 
required by the Marine Corps, procurement responsibility for which 
has not been specifically assigned elsewhere. 

Office of Naval Research: Procurement of basic research of a gen- 
eral nature, procurement for the design and development of training 
devices and aids, and the procurement of special research projects 
which augment those being conducted by the various technical bureaus, 

Bureau of Naval Personnel: Procurement of services and materials 
incident to the recruiting, training, and welfare of naval personnel, 

Bureau of Supplies and Accounts: Manages the Navy’s field pur- 
chasing organization, which procures all of the replacement spares and 
parts, and associated consumables for the major prime items of equip- 
ment purchased by the technical bureaus as described above. 

Additionally, it procures general-purpose and common-use items 
not assigned to one of the Defense Department’s coordinating procure- 
ment offices, and performs the local purchasing at all of the Navy’s 
field activities such as Navy purchasing offices, naval stations, naval 
air stations, naval supply depots, and naval shipyards. Also operat- 
ing under the Bureau of Supplies and Accounts are two single man- 
ager agencies: the Military Medical Supply Agency and the Military 
Petroleum Supply Agency. 

The Navy also has the single manager responsibility for worldwide 
military sea transportation of passengers and cargo. The Military 
Sea Transportation Service is the operating agency for this single 
managership, and, with respect to procurement, is responsible to the 
Assistant Secretary of the Navy (Material). 

Single manager agencies have defensewide responsibilities and will 
be discussed later. 

In the Air Force, procurement authority has been delegated by the 
Assistant Secretary of the Air Force (Materiel) through the Chief 
of Staff and Deputy Chief of Staff, Materiel, to the Air Materiel Com- 
mand (AMC). AMC isresponsible for the Air Force’s central buying 
program, which is its major buying function and accounts for all except 
the procurement of research and development and local base pro- 
curement. 

The actual purchasing is performed for AMC within the Zone of 
the Interior by the Aeronautical Systems Center, the Ballistic Missile 
Center, the Electronic System Center, nine separate air materiel areas, 
and two depots. Overseas procurement for AMC is accomplished 
by two air materiel forces: one in Europe and one in the Pacific. 

The procurement responsibilities of the centers, air materiel areas, 
and the depots are as follows: 

The Aeronautical System Center procures all manned aircraft 
weapon systems and aerodynamic nonballistic missile systems includ- 
ing major items of equipment such as engines, airborne electronic gear, 
fire-control systems, bomb and navigational systems, and support 
equipment for specific weapons. 

The Ballistic Missiles Center procures ballistic missiles, their guid- 
ance systems, nose cones, power plants, and specialized ground-support 
equipment. 

The Electronic System Center procures integrated warning and 
control systems for air defense and the automatic electronic data pro- 
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cessing equipment which uses the intelligence provided from the warn- 
ing radar. 

Each of the air materiel areas procures or arranges the support of 
the specific aircraft, guided missiles, ballistic missiles, and control and 
warning systems for which it has been assigned as the logistic support 
manager. ‘This support includes procurement of replacement parts, 
operational support, and necessary maintenance, repair, or modifica- 
tion. In addition, the Rome air materiel area also procures the elec- 
tronic systems for communication and control of flying operations. 

The depots procure general support equipment such as refuelers, 
crash-fire trucks, snow-removal vehicles, and radio and radar tubes. 

Procurement of research and development in the Air Force is pri- 
marily the responsibility of the Air Research and Development Com- 
mand (ARDC). ARDC procures basic and applied research, as well 
as some equipment prototypes. It has nine purchasing offices which 
are responsible for the procurement of many types of research; they 
also procure limited development associated with specific “hardware” 
projects. It also has a 10th purchasing office which is the Air Force 
Office of Scientific Research. 

The Air Force also has the single manager responsibility for world- 
wide military air transportation, both cargo and passenger. The 
Military Air Transport Service (MATS) is the operating agency for 
this single managership and, organizationally, is assigned directly to 
the Chief of Staff of the Air Force. 

Base procurement in the Air Force is accomplished at individual 
Air Force bases, of all Air Force commands, throughout the world. 

This, then, is the basic procurement organization of the Department 
of Defense. At the same time, there exists another type of procure- 
ment system which is called the coordinated procurement program. 

Although the concept of coordinated procurement was applied to 
a few areas in World War II, this concept, as a full-fledged program, 
has developed within the past 10 years. 

Its objectives are: 

(2) The elimination of duplication and overlapping of procure- 
ment operations between and among the-military departments; and 

(6) The improvement of the effectiveness and economy of supply 
and service operations throughout the departments. 

These objectives are achieved through centralization and consolida- 
tion of procurement functions common to two or more military de- 
partments in order to secure the benefits of large volume purchasing. 
At the same time certain economies are achieved by eliminating 
duplicating procurement facilities and personnel. 

The Department of Defense is constantly striving to have one mil- 
itary department. procure, wherever it is practical, the requirements 
for common-use items of all three departments. Based upon recom- 
mendations of the military services, of the Armed Forces Supply 
Support Center or of the OASD (S & L), the Assistant Secretary of 
Defense for Supply and Logistics directs the establishment of assign- 
ments within the coordinated procurement program. 

The ASD (S & L) is also responsible for reviewing the assignments 
to assure effective implementation. Recommendations, of course, are 
supported by detailed data concerning the important factors which 
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are determinative of the department to whom the assignment should 
be made. 

For example, among the factors involved are the value of each de- 
partment’s procurement and inventory program considering both 
peacetime and mobilization requirements, each department’s average 
contract cost for the items involved, their efficiency and effectiveness, 
adequacy of their procurement staffs and technical facilities, and ex- 
perience in relation to the item involved. 

The coordinated procurement program has two major subprograms. 
Exhibit 4 (p. 26) spells these out. 

(a) Thesingle department procurement program ; and 

(6) The plant cognizance procurement program. 


(A) THE SINGLE DEPARTMENT PROCUREMENT PROGRAM 


Under this program, certain commodities used by two or more 
military departments have been assigned to a single department for 
procurement. The assigned department consolidates and purchases 
the combined requirements of all of the services, utilizing its regu- 
larly established purchasing system. There are presently 32 single 
eo procurement assignments, which are listed in exhibit 5 

p. 27). 


(B) THE PLANT COGNIZANCE PROCUREMENT PROGRAM 


Under this program, responsibility for all procurement of aircraft 
engines, propellers, and airframes from certain commercial aviation 
plants has been assigned to either the Air Force or the Navy. For 
example, contracts covering propellers to be manufactured in the 
Windsor Locks, Conn., plant of the Hamilton Standard Division of 
the United Aircraft Corp., are made by the Navy whether the pro- 
pellers are required by the Army, the Air Force, or the Navy. 

Although this program is presently confined to these items, ex- 
pansion of the program to other supplies is actively under study. 
Procurement under this procedure permits proper service allocation 
of the sometimes limited production capacity available, avoids dupli- 
cation of military inspection procedures and personnel in a particular 
plant, and provides a single point of contact and source of information 
within the plant for the contractor. 

A list of the assignments made under this coordinated procurement 
program is set forth in exhibit 6 (p. 28). 

This, in brief, is the coordinated procurement program. It is a 
continuing program which is being specifically furthered by the 
Armed Forces Supply Support Center. The center, which was estab- 
lished on June 23, 1958, has some 26 study groups considering addi- 
tional means and areas whereby this concept of integrated supply 
including procurement, may be further implemented. In sum, we 
feel this program is moving ahead very satisfactorily. 

Another important program which is related to, but is more com- 
prehensive than, coordinated procurement is our single manager 
program. 


SINGLE MANAGER PROGRAM 


This program was established in DOD in 1956. Under this pro- 
gram, the basic supply functions for selected commercial type com- 
modities and services used in common by the military departments 
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were integrated. Management of each was assigned to the secretary 
of one department as the single manager. : 

To carry out his responsibility, each single manager established an 
operating agency, generally jointly staffed by personnel from all 
services, for his assigned commodity or service. Soins of these oper- 
ating agencies had previously been functioning on a single depart- 
ment purchase basis. 

In addition to procurement, the supply functions incorporated in 
the single manager concept include computation of net requirements, 
wholesale inventory management, stock fund administration, ware- 
housing, and distribution... To date, seven single managerships—four 
commodities and three services—are in operation. Moreover, two 
more commodity assignments have been made and are scheduled for 
early implementation. Exhibit 7 (p. 29) lists the seven existing and 
the two new assignments and indicates their respective operating 
agencies and single managers. 

At this time, there is another centralized procurement program 
which should be mentioned. This is the Government-wide interde- 
partmental procurement program operated by the General Services 
Administration (GSA). Under this program, GSA procures certain 
commonly used, commercial type items for all Government agencies, 
including the Department of Defense. 

Examples are household and office furniture, typewriters, floor cov- 
erings, sparkplugs, vacuum cleaners, and so forth. GSA employs 
three methods of supply, each of which is utilized substantially by 
the military departments. 

These methods and the extent of use by the three services are as 
follows : 

(a) Supply through storage and issue to using agencies, as needed. 
During fiscal year 1959, GSA issued supplies totaling $167.4 million, 
69 percent of which was issued to the military departments. 

b) Supply through purchase of specific requirements for delivery 
direct from the supplier to the using agency. During fiscal year 1959, 
supplies delivered to using agencies under this method amounted to 
$154.3 million, 36 percent of which was forthe military departments. 

(c) Supply through indefinite quantity requirements contracts 
commonly referred to as Federal Supply Schedules. During fiscal year 
1959, Federal agencies ordered supplies and services valued at $511.7 
million under these supply schedules; 63 percent of this dollar volume 
was purchases made by the military departments. 

Exhibit 8 (p. 30) contains a list of Federal Supply Schedules, the 
use of which by the military departments is mandatory. 


IV. HOW WE CONTROL IT 


While Congress has enacted many Jaws which govern and apply 
to Defense procurement, such as the Armed Services Procurement 
Act (now ch. 187 of title 10 of the United States Code), the Davis- 
Bacon Act, the Walsh-Healey Act, and so forth, it is not our intent to 
cover such “external controls” in this introductory presentation. 

At this time, we will discuss what may be called “internal con- 
trols”—those which the department of Defense has prescribed in the 
procurement area. 
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DOD PROCUREMENT REGULATION 


The Armed Services Procurement Regulation (ASPR) is the basic 
procurement regulation within the Department of Defense. It pre- 
scribes uniform policies and procedures for the military departments, 
It provides direction and guidance for complying with pertinent 
statutes, Executive orders and regulations of other agencies. It 
covers policies, practices, and procedures on many subjects, such as 
the appointment of contracting officers, formal advertising, negotia- 
tion, pricing, types of contracts, contract clauses, and contract, cost 
principles. 

As we noted earlier, the ASPR is issued by the Assistant Secretary 
of Defense (Supply and Logistics) after consultation with the mate- 
riel secretaries of the three services. It is normally developed. by 
the ASPR Committee, which functions under the Assistant Secretary 
of Defense (Supply and Logistics) and is composed of two repre- 
sentatives from each of the military departments and a chairman 
and secretary supplied by the Assistant Secretary of Defense (Supply 
and Logistics). r 

Proposals for new or revised policies to improve military procure- 
ment are constantly under study by this committee. Major policy 
matters are also jointly considered by the Assistant Secretary of De- 
fense (Supply and Logistics) and the materiel Secretaries of the mili- 
tary departments. 

ASPR is a flexible regulation. While its purpose is to provide the 
necessary policy and procedure in all procurement areas, it is impos- 
sible to anticipate every possible situation which may arise. Instances 
arise where, for example, a particular required clause may be wholly 
inappropriate. For example, our tax clause required for use in fixed- 
price contracts may not be appropriate in a contract to be executed 
and performed in a foreign country. In such a case, a deviation from 
the KSPR requirement may be permitted. 

Deviations toa ASPR which affect only one contract or procure- 
ment may be authorized by a military department where justified by 
special circumstances involved. Deviations affecting more than one 
contract or procurement must receive the approval of the ASPR Com- 
mittee, and, where major policy is involved, must be approved by the 
Assistant Secretary of Defense (Supply and Logistics). 

Supplemental procurement maanlatidis are issued by the military 
departments. These are the Army Procurement Procedure (APP), 
the Navy Procurement Directives (NPD), and the Air Force Procure- 
ment Instruction (AFPI), which are arranged and numbered so as to 
correspond to ASPR. They provide detailed procedures, consistent 
with ASPR, which nevertheless vary necessarily among the services 
to take care of differences in their organizational structures. 

These departmental regulations also provide guidance in areas not 
covered by the ASPR. For the past year and one-half, however, it 
has been our policy to include in the ASPR any matter which is dealt 
with by more than one Service regulation. As a result, these supple- 
mentary procurement regulations are steadily being reduced as the 
ASPR coverage increases. 
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CONTRACTING OFFICERS 


One of the principal controls on military procurement is that exer- 
cised over the appointment of contracting officers. The authority to 
execute and administer contracts is derived from the basic authority 
vested by statute in the Secretaries of the military departments. These 
Secretaries are expressly authorized to delegate procurement functions 
within their respective departments, and, by agreement among the 
Secretaries concerned, among departments. 

Contracting officers may - esignated either by the Secretaries 
themselves or by subordinate officials to whom authority to designate 
contracting officers has been delegated. Only persons who have been 
determined to possess the required attributes, including training, 
experience, judgment, and maturity, are designated as contracting 
oer 

To assist in assuring that all procurement personnel, including con- 
tracting officers, are provided the best possible training in their special- 
ties, the services sponsor at both military activities and civilian 
educational institutions a variety of training courses. These courses 
cover such areas as procurement laws, regulations and procedures, 
price analysis, negotiation techniques, and contract administration. 

Not only are the qualifications and selection of contracting officers 
zealously safeguarded, but, in addition, certain restrictions are often 
imposed on the procurements which may be made by contracting 
oflicers at various military activities. For example, procurements by 
smaller field activities are frequently limited to purchases which do 
not exceed certain dollar values, such as $100 or $2,500. 

You will recall our discussion of the fact that. about 83 percent of 
all procurement actions are small purchases of $2,500 or less. At the 
same time, it was noted that this tremendous amount of procurement 
action accounted for only 4.7 percent of the dollars involved. The 
vast bulk of these small purchases are made at these field activities all 
over the world. 

Frankly, we cannot afford the cost which would be involved in 
stafling our contracting offices at these activities with the price ana- 
lysts, auditors, lawyers, and technical personnel essential to proper 
handling of large dollar value procurements. The objective of the 
monetary limitations placed on such contracting officers, therefore, is 
to insure that the large dollar value procurements or those of an 
unusual nature are effected only by officers who are specially qualified 
and properly supported to accomplish the more complex procurements. 

A contracting officer whose authority is not so limited is not expected, 
or permitted, to carry out his responsibilities alone and unaided. The 
particular contracting officers we have in mind here are those who 
handle the procurement actions involving most of the defense dollars. 
No one man could possibly be sufficiently knowledgeable in so many 
related fields to perform this important function. And even assuming 
& person with such unique talents did exist, he would not have the 
time, with the workload involved, to perform all these functions. 

Thus, the contracting officer actually functions as the captain of a 
team of experts whose advice and counsel cover the entire procure- 
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ment area. The team members include engineers, auditors, price 
analysts, lawyers, material inspectors, buyers, and negotiators—a]] 
specialists in their particular fields. With the advice and counsel of 
these specialists, a contracting officer is able to bring to bear on the 
problem involved the expert knowledge of the best qualified personnel 
available. 

For example, engineers and technicians insure that the item to be 
procured is properly identified in the specifications; they also assist in 
the valuation of the bids or proposals received to determine whether 
the items offered do, in fact, meet the requirements of the specifica- 
tions. Moreover, as will be pointed out later in a presentation dealing 
with research and development, great reliance is placed on our techni- 
cal personnel in determining the placement of research and develop- 
ment work. 

Auditors and price analysts are invaluable in determining the rea- 
sonableness of offered prices or estimated costs. Lawyers advise and 
assist with respect to compliance with statutes and regulations and 
assure that contracts clearly express the intent of the parties. 

Field personnel, in addition to functions of inspection, acceptance 
and contract administration, also assist the contracting officer in deter- 
mining the responsibility of prospective contractors; specifically, they 
conduct what we term pre-award survey, which means they investi- 
gate and report all the facts pertinent to an intelligent decision con- 
cerning the overall capability of the proposed supplier to perform the 
contract. 

Finally, the buyer or negotiator, either with or on behalf of the 
contracting officer, negotiates and obtains the prospective contractor’s 
agreement to all of the contracting officer’s proposed contract terms 
and conditions to effect a procurement which is fair and reasonable 
both to the Government and to the contractor. 


QUALIFIED AND ELIGIBLE SOURCES 


Another type of control pertains to the persons and firms with whom 
the contracting officer may do business. While it is basic defense 
policy to have as many sources of supply as practicable for its require- 
ment’ ot everybody is eligible to receive Government contracts, 
Further, some persons and firms, though eligible, are not qualified for 
performance of particular contractual undertakings. 

It is not our purpose to treat this subject exhaustively. It is im- 
portant, however, to point out that necessary safeguards to insure 
acceptable and timely performance of defense contracts must be, and 
have been, prescribed. It should also be made clear that while we 
have been discussing internal controls, some of the limitations on 
sources of supply have their origin in congressional enactments and 
in actions and responsibilities of Government agencies other than 
DOD. The policy and guidance for our contracting officers in these 
areas, however, are set forth in detail in ASPR. 

To illustrate this, a contracting officer, before awarding a contract, 
has certain primary questions to resolve. 

Examples are— 

1. Is this particular firm a manufacturer or regular dealer? In 
transactions in excess of $10,000, the Walsh-Healey Public Contracts 
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Act (41 U.S.C. 35) prohibits contracting with anybody not a manu- 
facturer or regular dealer as defined by the Department of Labor. 

It should be added that our policy is to apply the same standards 
in transactions of $10,000 or less. Small business pools, as part of our 
small business program, have been exempted from this manufacturer 
or regular dealer requirement. In addition, construction contractors 
are not governed by the same criteria as manufacturers or regular 
dealers. 

2. Is this particular firm eligible to receive any Government con- 
tract? In other words, is it included in the consolidated list of de- 
barred, ineligible, and suspended contractors? If it is, the contract- 
ing officer may not contract with the firm. 

his list contains, for example, the names of firms and individuals 
found by the Department of Labor to have violated the Walsh-Healey 
Act, mentioned earlier, or found by the Comptroller General to have 
violated the provisions of the Davis-Bacon Act (40 U.S.C. 276-a-2 
(a)), or convicted of fraud or other criminal offenses in connection 
with public contracts. 

3. Is this particular firm a responsible prospective supplier? In 
other words, having found that the firm is eligible and qualified, a 
major question remains for consideration. Has this proposed sup- 
plier the requisite financial, production and technical capacity, and 
capabilities to satisfactorily perform the particular contract involved ? 
The firm may not have the production capacity available to produce 
100 percent of the item quantities needed within the required delivery 
schedule. 

And where some development is required, ancillary to the produc- 
tion, it may lack the engineering staff necessary to perform it. These 
and many other questions, the contrasting officer must consider. 

The pre-award survey, mentioned earlier, is the vehicle employed 
to gather all the latest information necessary to determine the firm’s 
responsibility and capability. 

These few illustrations suffice to make it clear that we do not con- 
tract with everybody who figuratively knocks on the contracting 
officer’s door. We cannot afford to do so. To protect workers, em- 
ployers, other contractors, and the Government itself, many Federal 
agencies, in addition to DOD, have participated in developing these 
necessary controls on procurement sources. 


TYPES OF CONTRACTS 


One of the most significant controls in the entire field of procure- 
ment is the dealing with the types of contracts appropriate for use 
in different pricing situations. ASPR contains a lengthy section 
for the guidance of contracting officers in this area. Congress itself 
has legislated against the use of the cost-plus-a-percentage-of-cost 
contract and has required certain conditions precedent to the making 
of other types of contracts. In short, this subject of types of con- 
tracts is so important that one of the following presentations will 
be devoted entirely to this subject. 
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REVIEWS OF PROPOSED CONTRACTS 


A final type of internal control which should be mentioned in our 
system of reviews and approvals of proposed contracts. In each 
service, procedures have been established which provide that ified 
prop contracts, both advertised and negotiated, must first 
approved by procurement officials or review boards composed of spe- 
cially and technically qualified personnel prior to their execution by 
the contracting officer. 

Additionally, there are other reviews and approvals required at 
still higher levels of the pricing and business aspects of certain 
larger dollar-size contracts. In our major programs, the placement 
of large, long leadtime contracts often requires the personal consider. 
ation of the military Secretary involved. In following presentations, 
further detail on the more important of these reviews and approvals 
will be discussed. 

The purpose of the departments here is to insure, by means of care- 
ful or thorough analysis of the placement, pricing, procedural, and 
business aspects of proposed procurements, that they are effected 
under contracts which further the interests of the Government, and 
at the same time, are fair and reasonable both to the Government and 
to the contractor. 

Since the subject of military requirements is not a matter within 
the ambit of the functions of procurement personnel, we have directed 
our attention to how we procure. But, before ending this discussion 
of controls, it should be understood that there are equally significant 
controls with respect to the determinations of requirements; namely, 
what is to be procured. The military departments establish their 
requirements based upon guidance approved by the Secretary of De- 
fense as to force objectives, development, and the time scheduling 
to be followed in achieving these objectives. 

Quantitative requirements for material and services, the subject 
matter of our procurement contracts, receive a careful review within 
the military department concerned to assure that the need is valid and 
in consonance with policy guidance, that facilities and funds are 
available, and that production is scheduled so as to provide material 
and support to the forces as needed. Consideration is also given, of 
course, to the technical progress being made on items or systems 
under development which ultimately may replace the items currently 
being procured. 

Further, an overall review of material requirements is provided 
at the OSD level with respect to selected weapon systems and major 
end items to assure that departmental requirements are consistent 
with approved policy, that appropriate balance among the depart- 
mental programs is attained, and that these programs are designed to 
make optimum use of available resources and funds. 

The concludes this introductory presentation. Our purpose has 
been to touch upon some of the more significant aspects of defense 
procurement and to provide a background for the more detailed pre- 
sentations which follow. 

(The exhibits referred to in the introductory presentation follow :) 
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ExusiT 1—Net value of military procurement actions, by program, fiscal year 
1959 


[Amounts in thousands] 





























| 
Program {Total amount} Percent 
$6, 487, 043 30. 5 
4, 490, 340 21.1 
2, 474, 171 11.7 
i Sew cantar eh. MEE cn oreuacichntsancnonbigkangubamiabon 1, 094, 793 5.2 
IR asic ncdenes eb ehgntebanbuebpaankinundgentiesengeasanpesiie 350, 096 1.6 
tiie pawntinndntsiobentonkphnditaehbetepunnertridgenenannamamnsnehneinde 186, 997 9 
IIR, «a nontithipetheibhis eave thins pbasbUsedh da} ged deenonnppnakpiinlees 356, 436 L7 
I ot on mains unten nednaw ne bind poeekibndwapwenes 981, 382 4.6 
ne MO CAD... bat scuithen ahebiinpekeiennneentinpasese 177, 654 oa 
I aa cssiceane sondage otek ecm stetale ahihie 14, 225 a2 
TE BIS kc atiring daceiulie win etc ewes tehshenpnm a ibe ap ins auneidirteie winnie Sipeeen 490, 851 2.3 
Eg 6 cn camubbetadsasseeGeunsanseithecatershcecanhbnh gues | 453 (?) 
ee .. eocbiatbinnlicinenpevakened tbe cases sede 147, 192 7 
Construction 1, 409, 792 6.7 
ey Seep eslishacelaniin icessorcosn inte aie 704, 795 3.3 
Services. ....... 1, 875, 477 8.8 
Total with business firms for work in the United States—actions of $10,000 
ten ness cimrndeh denen danish mame sean adeals 21, 241, 697 100.0 
II 8 od a a in ne sme ceinweapiaaue “21, 241, 697, ns ane 
I OO i I I so a nearteeeniee nc leonsinmualian enh peihi chins tet atieigiaenil wala en apie 3. Ui SE dsidcebowen 
Total with business firms for work in the United States__.......--.-.-.-.- Sic) SrtA Ecensiciienstinntien 
With business firms for work in the United States__.........-.-.--.-..----.----- _ 22, 744, 220 ee 
rr Glenn GO Ey MROROR. >, 0.1.7 cotendenquabntanedepean eer ennumenapen AAO ORE i testioncane 
Educational and nonprofit institutions... -..-- a idl oe cate tested fae teil make lencapateiidl SPEED. lenncendccon 
I: Th SE oo ceases chaste einige debra nha soma eos eich aM GU wate FE Adedespeuse 
Total net value of military procurement actions---...........------.----- -| 25, 312, 065  hcdiccccee 
} Less than 0.05 percent. 


+ Data by program not available for actions of less than $10,000. 
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EXHIBIT 2.—Number and net value of military procurement actions, by meth 


od 
procurement, fiscal year 1959 ¥ 


a eee 




















Method of procurement Number of Percent Net value Percent 
actions (thousands) 
Sis beetle tae 
Riise sacnenneneesenscenwas csowenepiaseen 286, 077 4.9 $3, 446, 672 21.2 
Negotiated competitively. ...-.....-..-..-.--.---.-- 47, 780 .8 2, 371, 173 14.6 
Negotiated small purchases of $2,500 or less within 
De ten clendgnndgastwibabeneuens 1 4, 830, 311 82.9 769, 325 47 
Negotiated for procurement and use outside the 
ES al aE 491, 062 8.4 923, 955 5.7 
Negotiated with 1 source. .........----....-..--.--- 34, 902 -6 | 28,237,830 50.7 
Negotiated, competitive status unknown 3____-...- 137, 735 2.4 498, 308 31 
eel tea eiiaectiescckeemd 5, 827, 867 100.0 | 16,247, 263 100.0 
Intragovernmental.......-.------------------------ 947,420 |.......... lcs) RO doe 
Modifications pursuant to terms of existing con- 4 
tracts |(negotiation authority not required or 
Re etic ttianand waueed sews seeregtver imme seni EEE 8, 306, 455 |............ 
CE a ae DRT Soasancanecee 16, 367, 308 4... ee 
OO 6, 698, 897 }............ 25, 312, 065 | 





1 Small purchase procedures require that a reasonable number of quotations must be obtained on pur- 
chases which exceed $100. 


2 Most of this amount was, in fact, awarded by contracts which resulted from competitive designs or 
proposals. 


§ Data on competitive aspects of procurements between $2,500 and $10,000 not available. 


ExuHrsit 2—-A.—Eoatent of competitive procurement 


[Amounts in thousands] 

















| Amount Percent 
Purchases from contractors in the United States: 
Purchases made on the basis of price after competition among 2 or more 
prospective contractors: 

i Ce eet oe. in alata pip aaiemeasahencueewe $3, 255, 682 14.1 
IS Ses oo teh Se oe a. Sins nes ce dowtepeasacbecddecestdencetied 3, 442, 083 15.0 
NE Sone ete oe cn cones oS oes ee Sere ccc cccedcocuwcsony 6, 697, 765 29.1 

Estimated purchases or modifications of contracts made following technical 

or design competition (based on use of sampling described on pages 10 and 

11 of statement, by spreading sample results over total applicable new pro- 
curement and contract modifications)....................-----.---.-.---.--- 13, 635, 429 59.3 

Total competitive procurement (price competition on actual basis) (design 
ey Gn SRG WN or or osc cen cwecuboseasseeconcunes 20, 333, 194 88.4 
Total negotiated without competition. --~................-.---.-.-+---------- 2, 679, 961 11.6 
Net el ee eee ee OSE os ceca tenet eset ot eowetencane 23, 013, 155 100.0 

All other: 

rs rn... J) cis maciniininewentaoeedanenahseohennn TRAE, lnctenamiees 
Negotiated for procurement and use outside United States................--- 1, O88, B60 fn. cnccccoees 
gE ea ene aooendonanrooecoreman 408, 308 |...........- 
SE et eee. snap ttincabeneendeiesennnaammyaseenesees 95. $12,065 1 ..ccounsenrd 





1 The percentage figures on exhibit 2-A differ from those on exhibit 2 because, in exhibit 2-A, the modifica- 
tions pursuant to the terms of existing contracts were included in the totals. In exhibit 2, these modifica- 
tions, which amounted to $8,306,455,000, were not included in the percentage figures shown since they did 
not involve any new procurement. 
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EXHIBIT 4 


Coordinated procedure programs 


A. SINGLE DEPARTMENT PROCUREMENT 


One military department, utilizing its 
regularly established purchasing sys- 
tem, purchases the requirements for 
certain commonly used commodities for 
all military departments. The 32 as- 
signed commodities include such items 
as paint, lumber, coal, photographic 
equipment, and food preparation equip- 
ment. 


B. PLANT COGNIZANCE PROCUREMENT 


One military department effects aj 
procurement from certain assigned ayi- 
tion plants. 


Related programs 


SINGLE MANAGER PROCUREMENT 


Centralized procurement activities, 
assigned for management to the Secre- 
tary of a single military department, 
procure the combined net requirements 
for selected, commonly used commer- 
cial type commodities and services for 
all military departments. Commodi- 
ties/services included are: subsistence, 
petroleum and petroleum products, 
clothing and textile material, medical 
material, ocean transportation, air 
transportation, and traffic management 
services. 


INTERDEPARTMENTAL PROCUREMENT 


GSA procures commonly used, com- 
mercial type items, such as Office equip- 
ment, for all Government agencies, in- 
cluding the military services. 
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Exuisit 5.—Single department procurement assignments 
Assigned 


Commodity Department 
Antifreeze-__-~----------------------------------------- Army. 
Batteries, dry cell_---_--------------~------------------- Do. 
Chemical warfare equipment and supplies__-_--___________ Do. 
Construction and agricultural equipment and tractors____- Do. 
Drums and cans_.-------.----.----~--~.--.-~------...--. _ Do. 
Ecclesiastical equipment, furnishings, and supplies_________ Navy. 
Electrical and electronic components__....---__-________ Air Force. 
A as cp emeiesers eherem pic simininised deb nmtbeniatencnimewt Army,’ Navy,’ Air 

Force.’ 

Fibers, fiber rope, cordage, and twine_____________________- Navy. 
Firefighting, rescue, and safety equipment (airport) _______ Air Force. 
Firefighting, water purification, and sewage treatment 

equipment__-....~-----~~-~--~------~--_--------..~.-- Army. 
Food preparation and serving equipment__________________. Do. 
Ds a cr ah heretical eigen eee mene ree eenneeninn Navy. 
TIN gore tnicecinin ests al cal tmnt ey A ns bal Do. 
Beeervaie SQUIIENONE, MATING Do. 
Nes ME RRDON, RAR ico cect mpi ies hernias nererneienionenene Air Force. 
Lumber, millwork, plywood, and veneer__________________. Army. 
Matetiais handling equipement isentropic ieee Navy. 
Mortuary equipment and supplies____.____.-______________- Army. 
Motor vehicles, trailers, and cycles__............._.___.___ Do. 
I NR I arth haere neem bah eeeineak neal Navy. 
Sr ee UNIT) NONI in sant esscsan sired bchdpncivdeyniblnen Army. 
 COMEP OR BECHER eh smi!) 00 Navy. 
SPUR RTINNE SCOQRLTID TNE i oe cetrntcde einai menrerevenntiomes Air Force. 
Prefabricated and portable buildings__________________ Navy. 
rey CUO tn nn Army. 
I Or a Navy. 
Ships, small craft, and related marine equipment___________ Do. 
Telephone and telegraph equipment and components, mili- 

chee Aiba dts scsccsecirjaissar oc apes eaphotsngenettnasie oe boceeiesaon ee tes estan acca oe al Army. 
zoe Measuring inetrumentssiicliess on eee Army (part), Navy 

(part). 

NI CR ee eee eee ee are Army. 


Weapons, fire control equipment, ammunition and ex- Army (part), Navy 
plosives. (part). 


1Each Department is assigned procurement responsibility for those items which the 
Department either designed or sponsored development. 
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Exursir 6.—Plant cognizance procurement assignments 
















Manufacturer Location Assigned depart- 
ment 
nye eit Lik bene 
AIRCRAFT PLANTS 
td enna OD. gon weune Air Force. Gener 
Bell Aircraft Corp., Niagara Falls Blvd__..........-.- WORE I, F< orrncneete Do. D 
Bell Aircraft Corp., Bell Helicopter Corp--._..-....-..-- eee Navy. React 
Bell Aircraft Corp., Air Force plant No. 18, 2221 Ken- | Tonawanda Tigi Air Force. craf 
more Ave. Unite 
eo oauionebshnaeeaee ae Do. Div 
ane tack + 6 A ETS Bae See SE IN ire ccncincent Do. Unite 
ciara et esai tick aaa AI Els scien ghsindipdnimncbnchncchahiin abcbonibe Giteiasemeementines Wichita, Kans___.._....___. Do. | sion 
DN NG ria cc nnccnndcbtannemiie dates Hutchinson, Kans Do. Unite 
Cee ee yO, PB Do. gion 
Chance V ought Aircraft, Inc., plant B, naval industrial | Dallas, Tex__............_.. Navy. Westi 
reserve aircraft plant (DO D 387). Div 
Douglas Aircraft Co., Inc., naval industrial reserve | E] Segundo, Calif........._. Do. (D¢ 
aircraft plant (DOD 26). 
Douglas Aircraft Co., Inec. ....<......<..-.........--- Santa Moniea, Calif..._.._.} Air Force, 
Douglas Aircraft Co., Inc., national industrial reserve | Tulsa, Okla_....-.-..---_._. Do. Curti: 
plant No. 3. Gener 
re a ees be eewe Long Beach, Calif........___ Do. oper 
MN ED Lea mensnen aan ey pak Sut College Point, N.Y ___._____ Navy. Unite 
Fairchild Engine and Airplane Corp., Fairchild Air- | Hagerstown, Md--..-....._- Air Force. 
craft Division 
General Dynamics Corp., Convair Division, plant No. | San Diego, Calif........._-. Navy. 
» Air F 
General Dynamics Corp., Convair Division, plant No. |----- DQucohcitis-iuidd kGiie Air Force. 
2. ee 
General Dynamics Corp., Convair Division aircraft | Fort Worth, Tex.........__- Do. 
plant No. 4. 
Goodyear Tire & Rubber Co., Goodyear Aircraft | Akron, Ohio_--.-_..-.......| Navy. 
Corp., plancor 512. arr 
Grumman Aireraft Engineering Corp..................} Bethpage, N.Y--..-----.--- Do. 
gc ES ee Birmingham, Ala_-.-_--.__- Air Force. 
EE ED ITI ee Palo Alto, Calif..-.......... Navy. aaah 
Hughes Tool Co., Hughes Aircraft Division - Culver City, Calif....._-- _| Air Force. Subsi 
Kaman Aircraft Gorp., naval industrial reserve aircraft Bloomfield, Conn---_-__..--. Navy. 
plant (DOD 463). 
Se NE OROUD. «. cacnghébne~sanberepneurseaete Windsor Locks, Conn......- Do. Cloth 
Lockheed Aircraft es SOMES ee ce ec Burbank, Ce tes conte Do. 
Lockheed Aircraft Corp., paans B a csiswescszecs cc2c etches >= epee eee Be 
Se ee ae dn. cuaneennecseasnne Marietta, Gan sinsin Do, 
ere ae hokn tadacce-maskenetwacenese Van Nuys, Calif-- ar Do. Medi 
Glenn L. Martin Co., plant No, 2.....-...-.-.-.------ Middle River, Md_-.--.-__- Navy. rela 
McDonnell Aircraft Corp................=-.---.-------- OE eee Do. | 
North American Aviation, Inc., naval industrial re- | Columbus, Obio_........--- Do. Petro 
serve aircraft plant (DOD 303). 
North American Aviation, Inc. ..................-..-.. Downey, Calif. ..........-.- Air Force. Oceal 
Seiad mesh -apattedpahotshLiailaacsiosi~ bad Los Angeles, Calif..........- Do. 
en teamala Hawthorne, Calif..........- Do. Traffi 
Northrop Aircraft, Radioplane Co_................_.-- Vf 2 Do. 
Palmdale Production & Testing Center_.............- Palmdale, Calif. ............ Do. 
I i niciccdmmmenicnsomouun Farmingdale, N.Y.-.-.----.-- Do. Air tr 
Ro dasnbnemenad San Diego, Calif...........- Navy. 
TEMCO Aircraft Corp., plant A__..............--..-- I NII isin pecnnasreniies Do. Hand 
United Aircraft Corp., Sikorsky Aircraft Division. ___- Bridgeport, Conn.____-..... Air Force. hou 
Vertol Aircraft Corp. (formerly Piasecki Helicopter | Morton, Pa................. Navy. sup 
Corp.) Hard 
ENGINE PLANTS sup 
AVCO Manufacturing Corp., Lycoming Division__-__- Williamsport, Pa............| Air Force. 
AVCO Manufacturing Corp., Bridgeport Lycoming | Stratford, Conn__......._._- Do. — 
Division. 1p] 
Continental Motors Corp., Continental Aviation and | Detroit, Mich............._- Do. 
Engineering Corp., Research Division, 1470 Algon- 
quin Ave. 
Curtiss-Wright Corp., Wright Aeronautical Division..| Woodridge, N.J_-.-.-------- Do. 
om Engine & Airplane Corp., Fairchild Engine | Deer Park, N.Y------------ Do. 
ivision. 
Ford Motor Co., Ford Aircraft Engine Plant, Air | Chicago, Ill_.............--- Do. 
Force plant No. 39 (DOD 75). 
General Electric Co., Aircraft Gas Turbine Division., | Evendale, Ohio_..-......--- Do. 
production engine department. 
General Electric Co., Aircraft Gas Turbine Division, | West Lynn, Mass--.-.------- Do. 
small aircraft engine department, plancor 864. 
General Motors Corp., Allison Division, plancor 548...| Indianapolis, Ind-----.-.---- Do. 
General Tire & Rubber Co., Aerojet General Corp., Do. 


liquid rocket plant Nimbus station. 


Sacramento, Calif..........- 
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Exuisit 6.—Plant cognizance procurement assignments—Continued 


_ 











Manufacturer Location Assigned depart- 
ment 
ENGINE PLANTS—Ccontinued 
General Tire & Rubber Co., Aerojet General Corp - «=< =4p ih, Olt. wun abled Navy. 
eae ; : Jdctkcw nhbdee .| Sacramento, Calif.s__.____ Do. 

Reaction Motors, Inc., naval industrial reserve air- | Denville, N.J...---....-...- | Do. 
craft plant (DOD 478). : | | 

United Aircraft Corp., Pratt & Whitney Aircraft | East Hartford, Conn___..__- Do. 
Division, departmental reserve plant (DOD 57). 

United Aircraft Corp., Pratt & Whitney Aircraft Divi- | North Haven, Conn_.._-_-- Do. 
sion. 

United Aircraft Corp., Pratt & Whitney Aircraft Divi- | Southington, Conn_________- Do. 
sion, naval industrial reserve aircraft plant (DOD 61). | 

Westinghouse Electric Corp., Aviation Gas Turbine | Kansas City, Mo_-_._.--.--- Do. 
Division, naval indust ial reserve aircraft plant 
(DOD 202). 

PROPELLER PLANTS 

Curtiss-Wright Corp., Propeller Division.-_.-_....-- ON, UN loc oenmcuure Air Force. 

General Motors Corp., Allison Division, aero products | Vandalia, Ohio-._........... Do. 
operations. j ee. ¥ 

United Aircraft Corp., Hamilton Standard Division_..| Windsor Locks, Conn_-_.__-- Navy. 

OTHER PLANTS 
Air Force plant No. 27 (DOD 319) ..............----.-- IS CN cn nantes ce Air Force. 





Exursir 7.—Single managerships 





Commodity/service Operating agency 
RB | 


Single manager 


ED. 5 vetucicteddavestinbbhe Military Subsistence Supply 
Agency (MSSA), 226 West Jack- 
son Blvd., Chicago 6, Ill. 

Clothing and textiles. _.........-_.-- Military Clothing and Textile Sup- Do. 
ply Agency (MC&TSA), 2800 
South 20th St., Philadelphia 45, 


Secretary of the Army. 


Pa, 
Medical, dental, veterinary and | Military Medical Supply Agency | Secretary of the Navy. 
related equipment and supplies. | (MMSA), 3d Ave. and 29th 8t., 
Brooklyn 32, N.Y. 
Petroleum and petroleum products__| Military Petroleum Supply Agency Do. 
(MPSA), Washington 25, D.C. 
Ocean transportation._.......-..-..- Military Sea Transportation Serv- Do. 
ice (MSTS), Washington 25, D.C. 
Traffic management. .............-..- Military Traffic Management | Secretary of the Army. 
o— (MTMA), Washington 
25. D.C. 


Rereeemenortation...........cas<ssasn- Military Air Transport Service | Secretary of the Air Force, 


(MATS), Washington 25, D.C. 
Handtools and administrative and | Military General Supply Agency, 
housekeeping supplies (general | Richmond Quartermaster Depot, 
supplies). | U.S. Army, Richmond 12, Va. 
Hardware and abrasives (industrial | Military Industrial Supply Agency, | Secretary of the Navy. 
supplies) .! | 700 Robbins Ave., Philadelphia, 
ly om 


Secretary of the Army. 











! Planned for early implementation. 
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Exuisit 8.—List of Federal supply schedule contracts which are mandatory 
nationally upon the Department of Defense 


Gasoline and lubricating oil—service station deliveries. 

Tires and tubes (other than aircraft), part II (commercial tires and tubes only), 

Brake lining, clutch facings, oil filter elements, and tire chains, etc., part Iv, 
(Selected items only are mandatory upon DOD.) 

Spark plugs, part II. 

BDlectric lamps, part VI. 

Household and quarters lamps, part VII. 

Purchase, maintenance, repair, and rental of microphotographic equipment, and 

supplies, part IV. 

Household and quarters furniture, parts I through IV. ; 
Office furniture, wood and steel, including steel insulating filing cabinets, 

part V. 

Floor coverings, part I. 

Books, part I, sections A and B. (Section A only is mandatory upon DOD.) 

Periodicals and law books, part II. (Law books section only is mandatory upon 
DOD.) 

Drafting room and office supplies, part I. 

Envelopes, printed and plain, part V. 

Typewriters (manual and electric) ; purchase, exchange allowances, and repair 

parts; maintenance and reconditioning of electric typewriters, part I. 
Office equipment, part III, sections A and B. 

Offset duplicating blankets and plates, direct image and photographic (metal 

and paper type), part IV. 

Vacuum cleaners and repair parts, accessories and attachments, part II. 
Aircraft tires (casings and tubes). 
Recordings and transcription service, part I. 

Senator THurmonp. Whois your next witness? 

Mr. BannerMan. Mr. Chairman, I would like to make two com- 
ments at this point, if I may. 

The second presentation, which Mr. Phelan will read, is a rather 
long and legal document. It is oriented that way, decidedly. We 
thought there was a lot of background in connection with the use of 
our negotiation authorities that 1t would be well to have in the record. 
But I think we also recognize that it would be pretty boring to read it. 

Hence, we will depart from the normal procedure, on the second 
paper, with your permission, and simply hit the high spots. 

Senator THurmMonp. You can insert, without objection, the entire 

Senator T Y t, without objection, the ent 
statement in the record. 

Mr. BannerMAN. We think it would be valuable to have the entire 
statement in the record. 

I might say one other thing, if I may also, Mr. Chairman; and 
that is that if any of these statements that we make raise questions in 
any of your minds, we would welcome your breaking in at the time the 
question occurs to you. 

Senator Bus. Mr. Chairman, this is a pretty formidable document 
here. How long will it take to present it? 

Mr. BANNERMAN. The second one? 

Senator Busu. Yes. 

Mr. Bannerman. I think we boiled it down to something approxi- 
mating a third of its actual length. 

Senator THurmonp. Before we go into that, I am wondering, . 

Senator THurmonp. Bef go into that, I lering, mem 
bers of the committee, if Senator Saltonstall has any questions? 

Senator Satronstauu. I would like to ask a few before we get into 
these detailed presentations. 

Senator Tuurmonp. Suppose you go ahead and ask your questions. 

Senator Satronstau. I have just a few questions. 
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At the bottom of page 2, you say you purchased a large number 
of the 3.5 million different items which are in your catalog, requiring 
about 6.7 million separate actions totaling $25 million. 

I recall very acutely, Mr. Forrestal’s statement of the number of 
million items that were required and his efforts to cut them down into 
various departments. 

Is that action being continued? For instance, I have in mind the 
Army, the Navy, and the Air Force all called an ordinary screw by 
adifferent title. That may be an oversimplification. 

Commander Matioy. Senator Saltonstall, the Department of De- 
fense has for many years been vigorously pursuing our program of 
trying to catalog all of the various items of supply which we have, 
and this program is well along at this time. Although I am not 
familiar with the exact number of items which have been purged from 
the system due to this system, it runs up into the many thousands. 
So I would say the program of reducing the number of items is going 
forward. 

It is a kind of a thing that you make some headway on and then 
at times fall back again as new items come into the system. 

Senator SaLTronsTaLu. But he was very interested in that and he 

was working on that. Is there anybody specifically in charge of 
that ? 
‘Commander Matxoy. Yes, sir. Secretary McGuire has this area 
as his responsibility. We, who are testifying this morning, do not 
have this as our major area. But I do know that that program is 
oing on. 

Mr. BannerMAN. I would like to supplement that just a little, if I 
may, Senator. The cataloging program has been completed and is 
ona current basis. Having completed the cataloging of all items, we 
have initiated an accelerated item reduction program designed to 
eliminate unnecessary varieties of items from our supply systems. 
This program is scheduled to be completed by December 31, 1961. 

Senator TuHurmonp. At that point, if I may interrupt to ask that 
question: Are you preparing what is commonly called a single 
catalog ? 

Mr. BANNERMAN. There is a single catalog. 

Senator TuHurmonp. For the entire Defense Department? 

Mr. BanNERMAN. It is not a single book as such, but all items are 
cataloged in terms of a single system. 

Senator Tuurmonp. There has been a lot of agitation for that, and 
it has been said it would save millions of dollars and I just wonder if 
you now have it underway ? 

Mr. BaNNERMAN. It is more than underway, Senator; it has been 
completed. Completed insofar as a thing like that can ever be com- 
pleted, with new items coming into the system. But all three services 
are current in their cataloging. The identifications of all items have 
been changed over to the uniform identification. This was completed 
on December 31, 1958. This means that an item used by more than 
one military service has the same number in each service. 

Senator Tuurmonp. All three services. But are they to be com- 
bined into one? 

Mr. BANNERMAN. They are combined into one. 

Senator Tuurmonp. By the Defense Department ? 
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Mr. BanNERMAN. They are combined into one, and the Armed Sery- 
ices Supply Support Center, which is a joint operation, maintains the 
joint catalog. 

Senator ‘THurmonp. I think that the point made by the distip- 
guished Senator here from Massachusetts, was that one service may 
call a screwdriver by another name and the identical screwdriver js 
called something else by another service, and it seems it would be help- 
ful if you had one name and one number for the same item so as to 
have fewer items to deal with, and then in purchasing it would be 
much simpler. 

Mr. BannerRMAN. We completely agree, Senator. I think largely 
due to congressional pressure some 8 to 10 years ago, this project was 
undertaken. It was a monumental job, as you can imagine, but it has 
been completed. 

Senator THurmonp. When will it go into effect ? 

Mr. Bannerman. It isin effect now. 

Senator Tuurmonp. And you are now operating under a single 
catalog system in the Defense Department ? 

Mr. Bannerman. That is correct, sir. I think it is safe to say that 
the same screwdriver will be called by the same number in any one of 
the three services now. 

Senator Satronsratu. Yet you still have 3.5 million items. 

Mr. BANNERMAN. Yes, we have 3.5 million items in our catalog. 

Senator SatronsTauu. On page 4 you say what I have always ntiteds 
stood is a misconception, you say in the later page, 83 percent of all 
the contracts are under $2,500 but they only take 4.7 percent of all 
the purchases. 

Now you say that 95 percent of the defense procurement is accom- 
plished without competition. Am I correct in stating that that figure 
should be 79 percent as based on the middle of your page 4? 

In other words, 83 percent of all the contracts are under $2,500? 
They amount to 4.7 percent of all the procurement, but the figure of 
95 percent is accomplished without competition, should be 79 percent? 
Am I correct ? 

Mr. BannerMAN. Senator, if we include in the contracts that are 
performed with competition, those where we have design competition 
as distinguished from price competition, if we include those where we 
have design competition, approximately 90 percent of all of our dol- 
lars are spent competitively. 

If you exclude those on which we have design competition, but have 
only price competition, it runs less than 50 percent. 

enator SauronstaLL. Now, Mr. Chairman, most respectfully, what 
you have just said mixes me up completely. 

Mr. BaAnNERMAN. I am sorry. 

Senator Sauronstatu. But I think—and I am just one member— 
but I think that statement ought to be clarified, because I think that 
is the most misunderstood situation that we have to face. 

From time to time we hear it said that, “95 percent of all defense 
procurement is accomplished without competition.” That was my 
understanding, and I have used that figure time and time again. Now 
you say that you have got to go into two different forms of competi- 
tion—design and price—and it is not 79 percent, as you seem to say 
here in the middle of the page, that 21 percent of all defense contracts 


—_— avr 


1 
l 


- 


at 


ny 
WwW 
ti- 
ay 
cts 


PROCUREMENT STUDY 33 





are obligated 
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Mr. BANNERMAN. Senator, could I trouble you to turn to exhibit 
No. 24 

Senator SALTONSTALL. Yes, sir. 

Mr. BANNERMAN. And look at the very right-hand column there. 

Senator Busu. Go down there; that is a good thing to explain. 

Mr. BANNERMAN. Now, the 79-percent figure that you were just 
quoting takes that 21 figure at the top which is advertised procure- 
ment. 

Senator SALTONSTALL. Yes. 

Mr. BanNERMAN. And assumes that everything else is not competi- 
tive. Now, the second item, 14.6 percent, you will note is negotiated 
competitively. This is price competition. These are situations where 
we negotiated simultaneously with a number of different companies 
who were quoting competitively against each other. So if you de- 
termine how much was competitive, you would have to start out by 
adding those two together. That would give you, roughly, 36 percent. 

Now, the small purchases, as we have said in the narrative, are to 
a very large extent competitive. We require in our regulations, for 
instance, that on any purchase over $100 there be competitive quota- 
tions obtained. So that you would add that, practically all of that 
4.7 percent that follows in there. 

Now, you have to eliminate those that are purchased outside the 
United States because we simply do not have statistics with respect 
to those. Many of those are competitive and some are not, as you 
know. 

Now, the 50 percent, 50.7 percent, that we negotiate with one source, 
that is listed there, are the procurements that we say are not subject 
to price competition, But it is as to that 50 percent that we have made 
our actual contract-by-contract count of the larger ones, to determine 
the extent of design competition involved in those, and we found that 
design competition accounted for better than 80 percent, nearly 85 
percent of that 50 percent. 

Senator Busu. Yes. 

Mr. BANNERMAN. So that you see if you add in that, you have got 
almost 90 percent of your total procurement that is subject to some 
kind of competition. 

Senator Satronstauu. That is very helpful. 

Senator Busn. That is a good explanation. 

Senator Sattonstaty. Now then, these bills we have before us, of 
which I filed one, S. 500, really concern to a great extent that 50.7 
percent. 

Mr. BANNERMAN. There is no question about that, Senator. That 
is what represents, as you will see by looking at the second column 
six-tenths of 1 percent of our transactions, but they amount. to 50 per- 
cent of our dollars. These are your big missile and aircraft programs. 

Senator Satronstaty. That is what I wanted to try to Rae out. 
So it is more proper to say that when there is criticism of how we 
procure, that almost 50 percent today, 45 percent approximately, is 
competitive in both price and design ? 

Mr. BanNERMAN. Well, in price, let us say. 

Senator Satronstatu. In price. 


that would mean 79 percent, that is where I got that 
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Mr. BANNERMAN. Clearly in price; yes. 

Senator Satronstatt. Yes. And then the balance of the 50 per- 
cent, which is negotiated, one-fourth is competitive by design ? 

Mr. BANNERMAN. Toa very large extent. 

Senator SatronsTaLu. So we have got to be careful how we use 
those figures because a lot more is competitive than the average person 
thinks ? 

Mr. BANNERMAN. Senator, this is the reason we welcome this hear- 
ing. We want to make this story clear, if wecandoso. Itisa compli- 
cated story and not an easy one to make clear. 

Senator SatronstaLu. At the top of page 8 you say only 32 items 
are subject to one service for all. Now, that seems to me an awfully 
small number of items. 

Mr. Bannerman. Those are actually classes of items, I believe. 

Senator Satronstrau. There is an exhibit on that, too / 

Commander Matioy. What page were you on ? 

Senator SatronstaLu. Page 8, procurement organization. Some- 
where you say there were 32 items. 

Mr. BannerMAN. Excuse me, I think that is a different page. 

Senator SatronstaLu. Well, yousay: 

To render assistance in this connection, the Armed Services Procurement Reg- 
ulation Committee develops uniform procurement policies and procedures for 
issuance * * *, 

And then you say somewhere else there were 32 items only. 

Mr. BANNERMAN. That is on page 14, Senator, near the bottom of 
the page, and it relates to exhibit 5. 

Senator SatronsTaLut. Why are there not a great many more than 
just 32 single department procurements ? 

Mr. BannerMAN. Senator, I think we are in error in calling these 
“items.” They are broad classes of items and they cover a very high 
percentage of those items on which there is common use among the 
departments. If you will look at exhibit 5, you will see the classes of 
items that are involved. 

You also have to consider that there are other broad classes of items 
that are under single manager assignment, and these must be added 
when you come to those on which we have one-service procurement. 

Senator Satronstaty. Then, Mr. Chairman, would it be imprac- 
tical, let me put it that way, to list the number of items that are under 
the single management or single service management in categories? 

You say there are 3.5 million items cataloged. 

Mr. BANNERMAN. There are 3.5 million items in our catalog. Not 
all of these items are purchased annually. No purchase would be 
made for those items which are in long supply. 

Senator Satronsratt. And then you mislead us, if IT may respect- 
fully use that term, in its highest sense, by saying there are only 32 
items that are under single department procurement assignment. So 
if somebody asks me the question, I am in the dark. 

Mr. Bannerman. Senator, I think this is a very good point, and I 
am sorry. We had not thought of the point when we prepared the 
paper. I think it would be helpful and we will undertake to give you 
some information concerning the number of items included in the 
coordinated procurement and single manager programs. It will run 
into the millions. 
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Senator SatronstaLL. Well, I think it might very well. 

Mr. BANNERMAN. Or thousands, my conservative colleague prompts 
me. 
Senator SatronsTa.u. It will run into different types of meat and 
shirts and undershirts. 

Mr. BANNERMAN. We will be glad to furnish that to you. I think 
it would be helpful. 

Senator SaLronsTauu. Because under the present statement, you 
hurt yourself and you mislead us. 

(The information requested and subsequently furnished is as 
follows :) 


STATEMENT COVERING THE ITEM ScOPE OF SINGLE DEPARTMENT PROCUREMENT 
ASSIGNMENTS AND THE SINGLE MANAGER ASSIGNMENTS 


Over 368,000 items in 315 out of 548 Federal supply classes are subject to 
single department procurement assignments. 

In addition, there are 64 plants cognizance assignments designating aircraft, 
engine, and propeller plants under the terms of which procurement is coordinated 
by a single Department. Although we do not have precise information on the 
number of items included in such assignments, it is very large. 

Item coverage under the present single manager assignments are broken down 
by the following commodities : 


NIN os ascniiiciem wagon ae bosoatp aearin palin ss ad ee colbcs ets Seed bey eps = ca dinpeeap a dewiaibaie ees 3; 232 
i a accel weal hens SOE al an on iene mpaeonenig boosie togerapeaaaliet 8, 514 
I see sacha aatente sea ainda acbitow es aepegie ot elipies tessa anita tenia eaciecestemaaiel on 1, 360 
IN OR IT NI ta wees cgenee inno tisennenidsionsnee bee eea te dpcalenas sialon shaeesatebinebeotbeniaahraade 32, 167 

Nl. cceadesecer tote ial reibiaep on minnbapan ho dghetal debut ricbamapibighteseneas oo ged aplentetaanide 43, 252 


The number of items now under review for control by single managers are 
listed below : 


Number of 

items to be 

Commodity area reviewed 

Single manager for general supplies (Army) ----------------------~- 100, 000 

Single manager for industrial supplies (Navy) ---------------------- 520, 000 
Single management assignments now under study : 

ea ea eeticaceisinba eres eres tea amen oneseneminee 100, 000 

IPs ae I, ES tl hl cota tance ots tea ne ak nr i ta cag h tates oben 200, 000 

Brectrical-clectronic.. i... hn do Gs RARE abs Sa Site cme 900, 000 

I i ancien tad a il a aR tall 1, 820, 000 


Senator SatronstatL. Another thing you do not take up here, and 
suggested by some of our colleagues, I do not think by anybody who is 
in the room today, but by some of our colleagues, you have different 
methods of appropriations. 

For instance, the Navy will put in an appropriation for a complete 
aircraft carrier, we will say, $380 million-odd. 

On the other hand, some of the appropriations are, we will say, going 
forward with so much this year and so much next year, and so on. 

Then you have the question of the contract authority versus single 
appropriation. 

Now, that brings up the question which has been suggested : that we 
divide our budget into capital items and what you might call income 
or expense items like a business firm would put forward for capital 
improvement, as opposed to current expenditure. 

Is that practical in your procurement policies to do that? I just 
have not thought it out, but I have never seen it explained so that it is 
practical. 
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A ship is a capital item. Except that it is expendable over 20 years. 

Mr. Bannerman. To a degree, do we not do that, Senator? Maybe 
I have misunderstood your question but we have two appropriations 
or two segments of our appropriations that are pertinent here, 

One is our procurement of major items, and the other one is our 
maintenance and operation account. 

Senator Satronsratt. Your M. & O? 

Mr. Bannerman. M.& QO. The procurement of major items would 
cover what I think you have described as capital equipment: ships, 
aircraft, missiles, and soon. Whereas, our maintenance and opera- 
tion account covers a great many of our expendables, our annual pro- 
curements for maintenance and operation of the various military es- 
tablishments, and I think that the purpose of that segregation, if I 
am not mistaken, was to accomplish just what you have suggested. 

Senator SauronsTatu. But is it practical now? For instance, what 
is a missile? It is only fired once. Is that. a capital item or ex- 
pendable? 

Mr. Bannerman. It is treated as a major procurement item, I will 
say that. 

Senator Sarronstauu. It would be very complicated to divide the 
budget up into capital and expense items, would it not ? 

Mr. Bannerman. Well, I think perhaps I have misunderstood. 
Obviously, a missile is not a capital item in the sense that an indus- 
trial concern would use the term. 

Senator Busn. If the Senator would yield for an observation. I 
thought it would be an awfully dangerous thing for the Department 
of Defense to get into because such items as you are talking about— 
airplanes or missiles and weapons—I mean these are expendable 
things that have no productive value whatever. Not like the VA or 
the Post Office Department, where you might say that capital invested 
produces some income for the Government, but these things produce 
nothing but a running continuation of the expense. 

Senator SatronsTALL. I think so, too. I have heard that. observa- 
tion made recently as to whether we should not do something along 
those lines. In the Department of Defense it is really impractical, 
is it not? 

Mr. BANNERMAN. I would think so, Senator. 

Senator SarronstaLy. Now, just a small question. On page 13, 
you state that the Military Air Transport is the operating agency for 
the single management, and then at another place you state the Navy 
is operating all by sea. Is there a distinction? Do you mean by that 
that the Navy has no air transport system of any kind now ? 

We had that argument a few years ago. 

Commander Matroy. I think that is essentially correct, Senator 
Saltonstall. I do not pose as any expert in this particular field, but 
I believe that MATS has taken over all of the air transportation of 
Department of Defense cargo and personnel, and that any remaining 
air transport capability the Navy possesses is merely incident to close 
fleet support and is not for general use. 

Senator SatronstaLL. On page 13 you talk about coordinated pro- 
curement policies at the bottom of the page, that certain economies 
are achieved by eliminating duplicate procurement facilities and per- 
sonnel, and then you go on about the requirements for common use. 
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I think one of the great criticisms we run into here, Mr. Chairman, 
at times, perhaps by people who are not quite as familiar as perhaps 
some of us are, is that one department is selling while another de- 

artment is buying. 

What control is there over that ? 

Mr. BANNERMAN. There is a very active program that was described 
by Secretary McGuire in some detail before the Joint Economic Com- 
mittee, just about a week and a half ago, to eliminate or control, as 
nearly as it is possible to control, this problem that you mention, which 
has been very troublesome to us for many years. 

The program essentially is one requiring that all declarations of ex- 
cess or surplus material be carefully screened through the require- 
ments computing activities of all of the departments. So that the as- 
sets that are represented by excess and surplus materials in one de- 
partment are made known to each of the other departments that 
might possibly have a requirement for such assets, and are used in ad- 
vance of or in lieu of procurement. 

Now, this obviously is not a perfect thing. 

For instance, if you had an asset that amounted to $100 in the 
State of Washington, we do not require that this asset be picked up by 
somebody in the State of Florida who may have a requirement. The 
moving around of small quantities would cost more than it is worth. 

But, in general, that is the practice. 

Senator Satronstauu. Then in the Department of Defense there is 
a special Assistant Secretary for Real Estate, is there not? 

Mr. BANNERMAN. Yes, sir; Property and Installations. 

Senator SauronstaLL. Senator Ellender was very critical of the 
Air Force’s giving up a base in Louisiana and the Navy’s purchasing 
new land within 70 miles away for another base. 

Mr. BANNERMAN. Senator, I am not familiar with the case. 

Senator Sa,ronstauu. That would be under real estate, under your 
real estate man, would it not ? 

Mr. BANNERMAN. It undoubtedly would. 

Senator SaLtTonsTALL. One general question. Every year we have 
the question of revolving funds and the .cuttmg down of revolving 
funds. 

Now, this year, for instance, in one of the services they are trans- 
ferring $140 million, I think, from revolving funds into current ap- 
propriations. Have you people gone into the question of revolving 
funds and how that saves expenditures and so forth ? 

Mr. BANNERMAN. Senator Saltonstall, Mr. McGuire, the Assistant 
Secretary for Supply and Logistics, and Mr. Lincoln, the new Comp- 
troller, and his predecessor, Mr. McNeil, have been into this very com- 

letely. I am forced to say, however, this does not fall within our 
ailiwick in procurement and I am not prepared to talk on it. I am 
sorry. 

Senator Sattronstrauu. I just throw this out, Mr. Chairman: Every 
year it seems to me instead of appropriating more funds for the re- 
volving funds, or keeping the revolving funds in that area of what 
it may be, you are always stealing from the revolving funds to make 
up for current appropriations. 

Mr. BaNnNERMAN. I think I could make a general comment on that. 
You do not steal from the revolving fund to make up current appro- 
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riations: it is a result merely of purifying the inventory that js 
BA nded by the revolving fund to exclude duplicate or unneeded items 
along the lines we discussed earlier when we were talking about cata- 
loging. As these inventories are concentrated and are more ¢ carefully 
controlled, the requirements of the revolving fund become smaller and 
the money is released for that fact. 

Senator SALTonsTALL. Well then, that is encouraging. As we come 
down on our revolving funds, it is encouraging that our procurement 
is becoming more efficient as well as less expensive. 

Mr. BANNERMAN. I do not think there has been any case where there 
has been any department al objection to the reduction of the revolving 
fund, because it has been due to efficiencies in man: igement that are 
being achieved. 

Senator SaLronsTaLL. Just one more question, and I thank you, Mr, 
Chairman. On page 25, the middle of the second paragraph, last sen- 
tence: 

Consideration is also given, of course, to the technical progress being made on 
items or systems under development which ultimately may replace the items cur- 
rently being procured. 

How much does your department concern itself with technical 
progress ? 

I have in mind, for instance, the Atlas. We want to build up so 
many Atlases and then we have the Minuteman coming along and we 
do not want to have too many Atlases, so we cannot afford, we will 
say, to go into the Minuteman. How much supervision does your 
department as such have over that ? 

fr. BaNNERMAN. The determination as to when we will proceed 
from a developmental status, if you will, into a production contract is 
one that is recommended by the military department conducting the 
development and acted on for the Office of the Secretary of Defense 
by the Director of Defense Research and Engineering and his staff. 
And if you mean by our department the Office of the Secretary of 
Defense, then I would say 

Senator SatronstatL. No; I meant Mr. McGuire’s department. 

Mr. BANNERMAN. This is not within Mr. McGuire’s department and 
it is not within ours in procurement. It is the defense research and 
engineering people who determine the potential acceleration and 
phasing of the product. 

Senator SarronsTatt. So when we are talking about procurement 
contracts, your department has no responsibility over, we will say, the 
number of Atlases we build up into an inventory for present weapons 
as opposed to the development of the Minuteman for future weapons? 

Mr. BannerMan. That is correct, Senator. I might add, just to 
make it clear what our responsibility is—as we said in this paper—we 
in the procurement side of the house, the ones who are here, are 
concerned with “how” you buy rather than “what” you buy. 

Senator Sauronsraty. Mr. Chairman, I thank you. 

Senator THurmonp. Senator Bush. 

Senator Busu. No, I do not think I have any questions, Mr. Chair- 
man. I want to congratulate the chairman on the progress of this 
subcommittee in the conduct of these hearings, last year and this year. 
I think it is very helpful to bring out information on how the Defense 
Department operates, and particularly how these procurement pro- 
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cedures work. This is the first time I have really had a decent under- 
standing of it, and I am sure, therefore, that most people have not 
ot any comprehension at all as to how it works. 

Senator SattonsTaty. Mr. Chairman, may I make one observation ? 

Senator THurMOoND. Yes, go right ahead. 

Senator SatronstaLL. Mr. Chairman, I think the most important 
thing I learned here this morning is—you state now that only 50 per- 
cent of our contracts are made by negotiation and that is, for negotia- 
tion for design as opposed to price, and that approximately 50 percent 
of our contracts are competitive as to price. 

Mr. BANNERMAN. Approaching that, yes. 

Senator Busu. As you pointed out, of course, of the other 50 per- 
cent, there are competitive factors in the selection of companies, the 
competitive factors being in connection with design competition and 
that sort of thing; is that right? 

Mr. BanNERMAN. That is exactly right, Senator. 

I would like to point out that before we undertake a large contract 
such as a missile contract, we go to the widest possible group of com- 
panies to get from them competitive proposals. 

Senator Busu. Yes. 

Mr. BANNERMAN. The selection is made on the basis, as we will 
point out in a later paper, of who can do the best job, including a 
variety of factors. 

Now, once you have placed a contract for a major missile, and have 
gone to the difficulty of, say, spending several years in design, develop- 
ment, to a certain extent providing facilities, test facilities and all 
of the know-how that is built into the organization—I think it must 
be clear to everyone that it is not very feasible thereafter to go to 
anyone else for that missile. You would be required to duplicate, 
toa very large extent, the time that you had already spent, in addition 
to the very substantial investments in startup costs and preliminary 
expenses; and we cannot afford that, either. 

Reetos Busu. I thought Mr. McGuire made a very good case last 
year before this subcommittee. Were you here? 

Mr. BanNERMAN. I was not, Senator, but the other gentlemen were. 

Senator Busu. He made a very good case for that method of 
procedure last year. 

Mr. BANNERMAN. We have a later paper on weapon systems pro- 
curement which goes into this question of source selection and 
follow-on contracts. 

Senator Tuurmonp. Since we decided to go back at this time and 
start from scratch and lay down the elementary principles brought 
into this matter-—— 

Senator Bus. Senator Cannon might want to ask some questions. 

Senator THurmonp. Just a minute. Let me get through with my 
statement, and I am going to call on him. 

We decided to go back this time and have these experts come in and 
start from the very ground and give us all information on procurement 
from top to bottom; and so these hearings today, you see, are some- 
what elementary, but we felt it was essential in order to acquaint the 
members of this subcommittee and, in turn, the full Armed Services 
Committee and other Members of the Congress, with the entire process 
and procedure. 

Senator Busu. I think you have done a real service, Mr. Chairman. 
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Senator Taurmonp. For that reason, I do not have many questions 
now to ask, but I will have a great many questions later in the future, 

There is one question I wanted to ask, and that is this: Would you 
develop a little more fully the difference between the single department 
procurement program and the single manager program ? 

Mr. Bannerman. The difference, as we use that terminology, Sen- 
ator, is this: When we talk about single department procurement we 
are talking only of buying—just making the contract, 

Department A, says the Army, will have a requirement for an item 
that is under single department procurement assignment to the Navy, 
The Army determines the requirement, places its requisition on the 
Navy; the Navy buys and delivers to the Army. The only thing the 
Navy does in the single department procurement situation is to 
purchase. 

Now, the single manager system is quite different. It extends far 
broader. The Navy determines the requirements—if the Navy hap- 
pens to be the single manager for all three services—purchases, main- 
tains the stock down to the wholesale inventory levels, and issues to 
the services. It manages that stock; and that is the difference between 
the two programs. 

One is a supply management program; the other is just a purchas- 
ng program. 

Senator Busn. Would the Senator yield for a question? 

Since the Defense Rorganization Act of 1958, have there been any 
improvements in these procedures that were attributable to the passage 
of that act that you know of? 

Mr. BANNERMAN. There have been a number of improvements since 
then, Senator. I would hesitate to try to recount them to you now, 
but there has been some expansion of the single manager operation, 
as we point out. Two of these assignments are quite recent. They 
have not even been implemented yet. They will be during this current 
year. 

Senator Busn. I mean you cannot credit that positively to the pas- 
sage of that act. It did not enable them—it did not give enabling 
authority that was taken care of ? 

Mr. Bannerman. I think that is correct, Senator. 

Senator Busu. In other words, you cannot take much credit in this 
area to the Defense Reorganization Act ? 

Mr. Bannerman. I think that the ability to do these things has 
been made somewhat easier simply because of that act. Mr. McGuire’s 
authority, perhaps, is a little clearer and he can move a little faster 
than he might have otherwise moved. 

Senator Busu. Thank you, Mr. Chairman. 

Senator THurmonp. Senator Cannon is one of the most distin- 
guished members of our Armed Services Committee and he is with 
us today. 

Any questions, Senator ? 

Senator Cannon. Thank you very much, Mr. Chairman. 

There is one problem that disturbs me a little now. It seems that 
you are working out programs here to assist in a buying program so 
we do not have the duplication and we have a more efficient system, 
and yet I was quite disturbed by your answer to Senator Saltonstall 
that apparently you do not determine what we buy, but only as to 
how we buy it. Is that correct? 
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Mr. BANNERMAN. I think this depends on which individuals you 
are looking at, Senator. The fact of the matter is the three of us 
who are here today are concerned with the how of buying. There 
are, of course, others who have the same responsibilities with respect 
to the what we buy, and it was in an attempt to show there are con- 
trols, rather detailed controls, over the what we buy that we put in 
the information you see on page 25 of the statement. 

It is not our function, and we are not prepared really to talk 
about it. 

Senator Cannon. The point that I had intended to bring out was 
whether or not these systems that you have set up have gone at least 
in the direction of eliminating this problem of duplication, for exam- 
ple, in spare parts. 

Now, Senator Saltonstall asked you about a whole system. But 
every now and then you will see that there is an excess in some par- 
ticular part of the country of spare parts for certain items and they 
put them up for sale. I have seen that happen at a lot of these depots 
and a lot of the bases, and that has quite concerned me, because it 
would seem that by consolidating your catalog as you are doing here 
you should get to the point that you do not have an excess buy in 
certain areas of these spare parts. 

Mr. BaNNERMAN. I think that over the last few years there have 
been very substantial improvements in the systems for estimating and 
determining our requirements. 

When you talk in the field of spare parts, particularly spare parts 
for strictly military systems, you are very frequently talking about 
items which necessarily must be bought concurrently with the equip- 
ment because the manufacturer will be set up to make the items at 
that time and will not be set up later. As to those items, you have 
to determine your requirements on the basis of engineering estimates 
of what the life of the type will be, and what the life type requirements 
for each of the spares wil be. 

Obviously, there will be mistakes made in such estimates as that. 

With respect to those items which we buy—and this would. cover 
most of the common use items—on the basis of what we call supply- 
demand reviews, we buy whenever the demand factor exceeds that 
which is available in our stocks. As to those items, why, I think there 
has been great purification of our inventories and the avoidance of the 
problem you are suggesting. 

Senator Cannon. Those are the all the questions I have at this time, 
Mr. Chairman. 

Senator Tuurmonp. All right. 

Now, your next witness, 

Mr. BannerMaNn. This is Mr. Phelan. 

Senator Tuurmonp. Suppose we take a 5-minute break, Mr. Phelan, 
before we start on your testimony. 

(Short recess taken. ) 

Senator THurmMonp. We will resume. 

Your next witness is who ¢ 

Mr. BannerMAN. Mr, Phelan, 

Senator TuurmMonp. How do you spell your name? 

Mr. Puevan. P-h-e-]-a-n. 

Senator Tuurmonp. Mr. Phelan, we are glad to have you with us 
and you may proceed. 
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Mr. Pueian. As Mr. Bannerman indicated, Mr. Chairman, in read. 
ing this I will cut this considerably in view of the fact it is going to 
be in the record. 

Senator Tuurmonp. Without objection your entire statement wil] 
be placed in the record, and you can touch such portions as you fee] 
advisable at this time. 


HisroricaAL DEVELOPMENT OF PROCUREMENT METHODS 


Mr. PHeEtan. In this second presentation we will discuss the histo 
and development of our two methods of procurement, formal adver- 
tising and negotiation. 

As is well known, our present law, chapter 137 of title 10, United 
States Code, which amended and codified the Armed Services Procure- 
ment Act of 1947, requires DOD contracts for property or services to 
be formally advertised, except under 17 specific situations where nego- 
tiation may be used. It may not be so well known, however, that for 
over 150 years the Congress, in times of peace and of war, has con- 
cerned itself with the problems of military procurement, including 
the uses of formal advertising and negotiation. Many laws have been 
enacted over this span of years. In fact, even a brief reference to these 
laws should impress one with the understanding and awareness of the 
Congress to the problems of military procurement and with the dis- 
patch and foresight with which it has responded to them. 

We wish to discuss first, in somewhat summary form, a general in- 
troduction to the historical development of our present law, and 
secondly, in the light of that background, the specific history and de- 
velopment of each of the 17 exceptions. We feel it will shed much 
light upon the whys and wherefores of our present law, policies, and 
procedures concerning these two methods of procurement. 

In 1809, the first Federal statute requiring advertising for bids ap- 
peared. In pertinent part it read: 

* * * all purchases and contracts for supplies or services which are or may, 
according to law, be made by or under the direction of either the Secretary of 
the Treasury, the Secretary of War, or the Secretary of the Navy, shall be 
made either by open purchase, or by previously advertising for proposals respect- 
ing the same; * * * 

Subsequent statutes developed specific ground rules for advertising. 

In 1860, a landmark statute was passed. It was later incorporated 
in section 3709 of the Revised Statutes, and, in pertinent part, pro- 
vided : 

All purchases and contracts for supplies or services, in any of the depart- 
ments of the Government, except for personal services, shall be made by ad- 
vertising a sufficient time previously for proposals respecting the same, when 
the public exigencies do not require the immediate delivery of the articles, or 
performance of the service. When immediate delivery or performance is re 
quired by the public exigency, the article or service required may be procured by 
open purchase or contract, at the places and in the manner in which such articles 
are usually bought and sold, or such services engaged, between individuals. 

Senator Tuurmonp. Would you let me interrupt you to say Senator 
Cannon has a question. 

Senator Cannon. May I ask, were there any exceptions spelled out 
in the early development of the law such as the 17 exceptions that we 
have today ? 
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Mr. BANNERMAN. Senator, the first one is in the portion of the act 
that Mr. Phelan was just reading. It is that required by public 
exigency. ‘This is one of our 17 exceptions today. 

Senator Cannon. I wondered, was there any spelling out other 
than this? 

Mr. Puean. No, sir. 

Mr. BANNERMAN. There follows in the second paragraph after this, 
a statement that it was uniformly interpreted by the Comptroller 
General and the Attorney General that you would not have to ad- 
vertise when to do so was impracticable, and this covered a great many 
different situations over the years. 

Senator CANNoN. Yes. 

Mr. BanNERMAN. This also is one of our present exceptions. 

The other 17 were not spelled out. But each one of them has its 
owns history, as we will see when we come to them. 

Senator Cannon. Did this require departmental determination that 
these conditions existed in the early denslomment of the law? 

Mr. BANNERMAN. My recollection prior to World War II is that 
it required the contracting officer’s determination in each case. 

Senator CANNON. Thank you very much, Mr. Chairman. 

Mr. Pueian. There were two anenpngen in this statute, Senator: 
personal services and public exigency 

Senator Tuurmonp. All right; you may proceed. 

Mr. Puetan. The particular significance of this statutory provi- 
sion was the requirement of advertising with only two exceptions: 
contracts for personal services and contracts where public exigencies 
necessitated immediate performance. This statute, with certain ex- 
ceptions which will be referred to later, continued to regulate the 
placement of military contracts until World War IT. 

Less than 2 weeks after Pearl Harbor, the Congress enacted title II 
of the First War Powers Act of 1941. This authorized the President 
to empower agencies connected with the war effort to enter into con- 
tracts without regard to existing provisions of law, wherever such 
action was deemed to facilitate prosecution of the war. 

On December 27, 1941, Executive Order 9001 implemented the act 
and authorized the War and Navy Departments to make contracts 
without compliance with statutory requirements for formal 
advertising. 

Again, on March 3, 1942, another positive step was taken. The 
Chairman of the War Production Board prohibited all contracting 
by the formal advertising method unless specially authorized. 

At the close of World War II a study was initiated for the purpose 
of developing peacetime procurement methods. The proposed bill 
which evolved from that study was transmitted to the Congress by 
the Acting Secretary of the Navy who stated that its primary pur- 
pose was ‘to permit ‘the War and Navy Departments to award con- 
tracts by negotiation when the national defense or sound business 
judgment dicts ited the use of negotiation rather than the more rigid 
formal advertising procedures. 

The bill was eventu: lly enacted as the Armed Services Procurement 
Act of 1947. While it was codified in 1956, with minor amendments, 
in chapter 137 of title 10, United States Code, this basic law has gov- 
erned Defense procurement for 12 years. The flexibility which its 
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drafters and the Congress built into it has enabled DOD to operate 
under it in times of peace, the Korean hostilities, and the present 
cold war. It was and still is a good law. We sincerely believe this 
basic law is equal to the tremendous task we face today and visualize 
in the foreseeable future. 

The use of negotiation during national emergencies has a long his- 
tory. In all emergencies from the Civil War up to World War II, 
Congress authorized, in varying degrees, the negotiation method of 
procurement. 

Various examples are set forth in the paper, and I shall not take 
your time to read them here. 

Although the national emergency declared pursuant to Presidential 
Proclamation 2914, dated December 16, 1950, still exists, the Assistant 
Secretary of Defense (Supply and Logistics) has restricted the use 
of this very broad negotiation authority to three specific situations, 

These are— 

a (1) Procurements unilaterally set aside for small business 
rms ; 

(2) Procurements made in keeping with our surplus labor area 
and disaster area programs; and 

(3) Procurements of property and services in connection with 
experimental, development, test, or research work from other 
than educational institutions, where the contract is over $2,500 
but not more than $100,000. 


(1) SMALL BUSINESS 


One of the important elements of the Department’s small business 
program is our set-aside procedure, where we reserve for exclusive 
small business participation individual, or classes of, procurements. 
Whether formal advertising or negotiation procedures are used, a set- 
aside corsists, in brief, of reserving all, or a portion, of the procure- 
ment for small business concerns. The resulting contracts are nego- 
tiated contracts, even when small business restricted advertising is 
used. This is so because restricting competition is inconsistent with a 
cardinal principle of formal advertising, namely that there be full and 
free competition. 

Since the Small Business Act expressly authorizes joint set-asides, 
those made by the contracting officer and a representative of the 
Small Business Administration, we use exception 17 for such set- 
asides. For unilateral set-asides, those made by the contracting officer 
alone, exception 1 is our only authority. 

In this connection, section 4(a) of S. 500 would recognize as formal 
advertising our small business restricted advertising. In the case of 
unilateral set-asides, this would give the Department permanent au- 
thority where none now exists. As Secretary McGuire testified last 
summer, we think this provision of S. 500 is meritorious and desirable. 


(2) LABOR SURPLUS AND DISASTER AREAS 


It is our policy to aid labor surplus areas by placing contracts with 
concerns which will perform them in such areas, and in doing so we 
comply with the prohibition in the Defense appropriation act that no 
price differentials shall be paid for the purpose of relieving economic 
dislocation. 
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Here again, we utilize set-aside procedures, and, since competition 
js similarly not full and free, the resulting contracts are negotiated 
contracts. Only the temporary authority of exception 1 is currently 
available for this program. 

Since the problems of economic dislocation are a matter of concern 
to everybody, consideration might be given to establishing some per- 
manent authority for it. 


(3) RESEARCH AND DEVELOPMENT 


Since exception 11 expressly authorizes the negotiation of contracts 
for experimental, developmental and research work, one may ask why 
any use of exception 1 is necessary. Section 2310 requires a secre- 
tarial determination and decision before the negotiation authority of 
exception 11 may be used. 

With the ever-increasing importance of research and development 
contracts, the administrative burden of preparing and reviewing the 
volume of papers going forward to the Secretary for such decisions 
seemed all out of proportion to the need being served. Research and 
development work cannot be formally advertised. To require, then, 
all this paperwork merely for the Secretary to find what was readily 
apparent—that research and development work was involved—served 
no real purpose. 

Accordingly, the decision was made that for the duration of the 
present national emergency such contracts in the amount of $100,000 
or less would be negotiated under exception 1. 

Section 6 of S. 500 would authorize secretarial delegation of the 
authority to make the determinations and decisions required for 
exception 11. The Department believes this is a desirable amendment. 
If enacted, there would be no reason for using the authority of the 
national emergency exception for research and development work. 

Thus, were these suggested amendments adopted, we would have no 
occasion to use the authority of this exception during the current 
national emergency. Only in the event of a future national emergency 
would its utilization be necessary. 

Exception 2—Public exigency : This exception had its origin in the 
act of June 23, 1860, which we termed a “landmark” statute. 

In order for this authority to be used, there must be a need of com- 
pelling and unusual urgency, as when the Government would be 
seriously injured, financially or otherwise, if the supplies or services 
were not furnished by a certain date. It is also a prerequisite to the 
use of this authority that the item could not be procured by the re- 
quired date by means of formal advertising. 

We use this authority, for example, when supplies or services are 
needed immediately because of a fire or flood, or when essential equip- 
ment for repair to a ship or aircraft are needed at once for perform- 
ance of their operational missions. 

Exception 3—Small purchases: For many years congressional au- 
thority has existed for negotiated procurement of low-dollar items. 
In 1892, negotiated procurement of Army Ordnance supplies in 
amounts not more than $200 was authorized. The amount was raised 
to $500 and applied across-the-board to all supplies in 1906 and 1907 
for both the War and Navy Departments. This $500 maximum con- 
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tinued until enactment of the Armed Services Procurement Act of 
1947 when it was increased to $1,000. Finally, in 1958, it was increased 
to the present ceiling of $2,500. 

Because in small dollar purchases, these administrative costs would 
often outweigh the value of such purchases and would greatly and 
unnecessarily increase the costs of the procurement of all low-dollar 
items, Congress considered it good business that such purchases should 
be negotiated. 

Widespread informal competition is obtained in our small pur- 
chase procedure. ASPR 1-301 requires that our procurements shall] 
be made on a competitive basis, whether by formal advertising or by 
negotiation, to the maximum practicable extent. This applies equally 
to small purchases, our requirement being that reasonable solicita- 
tion of quotations from qualified sources must be secured for all pur- 
chases over $100. And for procurements of $100 or less, as pointed 
out earlier, we require such purchases to be distributed equitably over 
a period of time among qualified suppliers. 

Exception 4—Personal or professional services: This negotiation 
authority is derived, as was the case in exception 2, from the act of 
June 23, 1860, as incorporated into Revised Statutes 3709. It ex- 
empted contracts for personal services from the requirement of 
formal advertising. 

Exception 5—Services of educational institutions: This negotiation 
authority originated in the Armed Services Procurement Act of 1947, 
It was inserted in the armed services procurement bill by the Senate 
in order to permit the military departments to negotiate contracts 
for necessary research assistance and for the training of personnel 
sent to educational institutions. 

Our use of this negotiation authority at present is for: (1) Educa- 
tional or vocational training services to be performed by educational 
institutions in connection with the training and education of per- 
sonnel, and for necessary material and supplies incidental thereto, 
and (ii) Experimental, development, or research work and analyses, 
studies, or reports, to be conducted by such institutions. 

Exception 6—Purchases outside the United States: The Navy, 
since 1845, had a similar, although more limited, authority to purchase 
supplies “which it may be necessary to purchase out of the United 
States for vessels on foreign stations.” The legislative purpose of 
broadening this negotiation authority in the Armed Services Pro- 
curement Act of 1947 was to enable contracting officers in oversea 
areas to conform to business methods in general use in those areas. 

We use the authority of this exception to procure supplies to be 
shipped from, delivered, and used, or services to be performed, out- 
side the United States, its territories, possessions, and Puerto Rico, 
regardless of the place where the contract is negotiated or executed. 

Exception 7—Medicines or medical supplies: As far back as 1845, 
Congress authorized the Navy Department to negotiate the purchase 
of medicines in lieu of formal advertising, and, in the act of February 
27, 1893, also authorized the negotiation of contracts for medicines 
and medical supplies by the War Department. 

This negotiation authority is used with respect to such supplies 
as are peculiar to the field of medicine. These include tec inical 





ec 


> rp | Re ee 


ae we LW 


PROCUREMENT STUDY 47 


equipment such as surgical instruments, surgical and orthopedic 
appliances, X-ray supplies and equipment, and the like. 

Exception 8—Supplies purchased for authorized resale: Although 
this exception provides for what is literally a new grant of authority 
in the enactment of the Armed Services Procurement Act of 1947, 
nevertheless it was intended that this authority will ordinarily be 
used only for purchases of articles with brand names or of a pro- 

riety nature, as requested by patrons of retail activities. 

So limited, this exception 8 amounts to little more than a specific 
application of the general exception to Revised Statutes, section 3709, 
for proprietary purchases where it is impractical to secure competi- 
tion. 

As just indicated, we limit our use of this negotiation authority to 
brand name items and articles of a proprietary nature which a retail 
activity must carry to meet the demands and preferences of its cus- 
tomers. 

Senator THurmonp. Would you allow an interruption. Senator 
Cannon has a question. 

Senator Cannon. What items specifically do you refer to in that 
exception ¢ 

Commander Matioy. Well, I suppose, Senator Cannon, an example 
could be brand names of bacon and similar items used in a commissary, 
or brand names of toothpaste, and almost anything that you would 
find in a resale activity. 

I might point out that we are talking here only about those resale 
activities that use appropriated funds. Most of the retail activities 
do not use appropriated funds and this doesn’t apply to them. 

Senator Cannon. That is what I wanted to get the record clear on. 
In other words, this applies only to resale activity that would have 
the use of appropriated funds for the conduct of their activity, what- 
ever it was? 

Commander Matioy. That is correct. 

Senator Cannon. Thank you, Mr. Chairman. 

Senator THurmonp. All right, you may proceed. 

Mr. Puetan. Exception 9—Perishable and nonperishable sub- 
sistence supplies: The Navy Department had specific authority to 
procure certain perishable subsistence items without advertising for 
a long time; namely, butter and cheese, since 1847. 

In section 2(c) (9) of the Armed Services Procurement Act of 1947, 
the exception was broadened to include all perishable subsistence sup- 
plies. 

Finally, by an amendment effective August 28, 1958, this exception 
was further broadened to cover nonperishable subsistence supplies as 
well. The marketing methods employed for such nonperishables as 
canned goods and frozen foods had demonstrated the need to negotiate 
the requirement for such supplies while in the crop stage, something 
not feasible under the formally advertised method of procurement. 

Exception 10—Supplies or services for which it is impracticable to 
secure competition by formal advertising: This exception was in- 
tended to make available to all the armed services a similar exception 
from formal advertising given ‘to the War Department in 1901, for 
purchases “where it is impractical to secure competition.” 

Representative examples have been expressly enumerated in ASPR 
3-210.2 of purchases: wherein formal advertising is not feasible and, 








48 PROCUREMENT STUDY 


therefore, as to which it is impracticable to secure competition within 
the meaning of the negotiation authority or exception 10. Such js 
the case, for example, (1) where there is a single source of supply ; 
(ii) when it is impossible to draft adequate specifications or an ade- 
quate description for use in an invitation for bids; (ili) when sup- 
plies or services are proprietary to one supplier because of patent 
rights, secret processes, control of basic raw materials, or similar con- 
ditions; and (iv) when the supplies or services are of a special nature 
such as public utility services, individual maintenance or repair work, 
stevedoring and warehousing services, training film or motion picture 
productions, and the like. 

Every contract negotiated under this authority must be accompanied 
by a signed statement of the contracting officer justifying its use. We 
also require a copy of this statement to be sent to the Genera] Account- 
ing Office with a copy of the contract. 

Additionally, ASPR 3-210.3 imposes the further requirement in 
any procurement in excess of $50,000, where the reason for the proposed 
use of exception 10 is because “it is impracticable to draft specifica- 
tions adequate for formal advertising,” that the decision to negotiate 
on such basis must be made at a higher level than that of the contract- 
ing officer. 

{xception 11—Experimental, developmental, or research work: 
This exception is substantially a restatement, and an extension to other 
military departments, of the authority given to the Navy Depart- 
ment by the act of August 1, 1946, which established the Office of Naval 
Research. Section 6 of that act authorized the negotiation of experi- 
mental, developmental, and research contracts. 

It was felt by Congress that the experience gained before and dur- 
ing World War II proved that the continuation of programs for 
research and development was of prime importance and that the very 
nature of such programs and of contracts related thereto was in- 
consistent with procurement by formal advertising. 

A research or development contractor would usually have to be 
selected on the basis of special skills and exceptional facilities in 
much the same manner that an individual would seek the services or 
professional advice of an expert. 

This negotiation authority is basically twofold: (i) applying to 
experimental, developmental, or research work, and (ii) applying to 
the furnishing of supplies for such work. 

We do not use this exception, of course, to purchase any and all 
supplies used in research and development work. For example, if coal 
or oil is needed to heat a building in which research work is being 
done or is used in connection with testing research equipment, pro- 
curement is effected by formal advertising, not by negotiation under 

this exception. 

We also discussed under exception 1 the fact that, and the reasons 
why, contracts for research and Sovélocniions work under $100,000 were 
not negotiated under exception 11. All we wish to add to our previous 
remarks is to repeat our support of section 6 of S. 500, which would 
permit a Secretary to delegate the authority to make the determina- 
tions and findings now required by 10 U.S.C. 2311. 

Exception 12—Classified purchases: Although this exception is sub- 
stantially a new negotiation authority, at least in its broad coverage 
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and in its extension to all the services, nevertheless there have been 
in existence three Army statutes which granted certain negotiation 
authority along the lines of the authority granted by this exception 12. 

We use this authority for contracts classified confidential or higher, 
or where because of other considerations, such as when the quantity 
of an unclassified item being purchased might be of strategic — 
cance to a potential enemy, the contract should not be publicly 
disclosed. 

Exception 13—Technical equipment requiring standardization and 
interchangeability of parts: This exception originated in the Armed 
Services Procurement Act of 1947. It grew out of the need to be 
able to negotiate purchases of additional units and replacement spare 
parts and items, the initial procurement of which, for the most part, 
would have been made by competitive procurements. 

Since standardization of equipments restricts normal competition 
and results in most cases in noncompetitive procurement, we have pre- 
scribed very specific criteria which must be met before a determination 
tostandardize technical equipments and related components and spares 
may be made. 

In making a determination to standardize one specific technical 
equipment consideration is also given to such factors as (1) the effect of 
the proposed standardization upon the capability to procure the equip- 
ment at reasonable prices; (ii) the practicability of ene 
of parts and cannibalization of equipment; and (iii) whether stand- 
ardization will appreciably reduce the quantity of spare parts that 
must be carried in stock. 

Standardization determinations have been made, for example, in 
the field of small engines and trucks. 

This exception also requires a secretarial determination and finding 
begore its authority may be used. Unlike the cases of exceptions 11 
and 12 where the Department favored the enactment of section 6 of 
S. 500, the responsibility to make determinations and decisions under 
exception 13 should not be delegated below the secretarial level. 

The authority to negotiate procurement of one or two manufactur- 
ers’ products to the exclusion of others must be safeguarded. Accord- 
ingly, the Department recommended last summer that the present 
statutory requirement that determinations and decisions under excep- 
tion 13 be made at the secretarial level should be maintained. 

Exception 14—Technical or specialized supplies requiring substan- 
tial initial investment or extended period of preparation for manu- 
facture : This exception also originated in the Armed Services Procure- 
ment Act of 1947. It grew out of the need to be able to negotiate 
contracts for such technical and complex items as aircraft, tanks, radar, 
missiles, rockets, and other such items of specialized equipment. 

This negotiation authority is used where it is preferable to place 
a production contract with the supplier who developed the equipment. 
This assures the Government the benefits of the techniques, tooling, 
and equipment already acquired by that supplier. It also avoids un- 
due delay arising from the fact that a new supplier would have to 
acquire such techniques, tooling, and equipment. 

The use of this exception generally involves important background 
factors, such as (i) high starting costs; (ii) preliminary engineering 
and development work not usable by another supplier; (iii) elaborate 
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special tooling; (iv) substantial time and effort already expended in 
prototype development; and (v) the likelihood of important design 
changes. 

Exception 15—Negotiation after advertising: This exception also 
originated in the Armed Services Procurement Act of 1947. Its pur- 
pose is to protect the Government in situations where formal adyer- 
tising is at first used, but results in excessive or collusive bids. Ip 
either of these situations, the only effective course of action is to nego- 
tiate in order to break the price line and thereby obtain the needed 
supplies at reasonable prices. 

Our use of this exception is rather infrequent. 

Exception 16—Purchases in the interest of national defense or indus- 
trial mobilization: The principle of this exception was recognized 
in the act of June 16, 1936, under which the Secretary of War was 
authorized, subject to the approval of the President, to place so-called 
educational orders for special munitions with selected concerns in order 
to familiarize them with their manufacture. 

The purpose of this exception, then, is to serve as an instrument of 
preparedness by permitting the development of industrial facilities 
and production know-how necessary to keep pace with industrial re- 
quirements which arise out of the discovery and application of new 
weapons. It also is necessary in order to maintain a basic core of 
plants, facilities, and skills which-will be available when and if needed. 

It is used, for example, (i) whenever it is necessary to keep vital 
facilities or suppliers in business or to make them available in the event 
of a national emergency, and (ii) whenever it is necesssary to nego- 
tiate with certain suppliers to train them in the furnishing of critical 
supplies to prevent the loss of their availability or employee skills, or 
to maintain active engineering, research, and development work. 

Exception 17—Otherwise authorized by law: This exception origi- 
nated in the Armed Services Procurement Act of 1947. its purpose 
was to preserve the statutory authority to negotiate contracts as con- 
tained in permanent legislation and not repealed by the Armed Serv- 
ices Procurement Act of 1947. 

Some of these preceding laws which are still in effect, we have in- 
cluded in our paper. 

In addition to the above, we use exception 17, as has previously been 
mentioned, in negotiating the procurement of joint set-asides for small 
business. 

Thus, the procurement statutes under which we operate have grown 
out of the experience of 150 years. This discussion, we trust, has shown 
both the background of our present procurement law and why its 
provisions are still necessary for proper accomplishment of defense 
procurement. 

Mr. BaAnNERMAN. That is the end of our second paper, Mr. Chair- 
man. 

Senator THurmonp. Senator Cannon, do you have any questions? 

Senator Cannon. I do not have any questions at this time. 

Senator THurmonp. Thank you very much. 

(The complete statement entitled “Historical Development of Pro- 
curement Methods” follows:) 


In this second presentation, we will discuss the history and development of our 
two methods of procurement: formal advertising and negotiation. As is well 
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known, our present law, chapter 137 of title 10, United States Code, which 
amended and codified the Armed Services Procurement Act of 1947, requires 
pOD contracts for property or services to be formally advertised, except under 
17 specific situations where negotiation may be used. It may not be so well 
known, however, that for over 150 years the Congress, in times of peace and 
of war, has concerned itself with the problems of military procurement, includ- 
jng the uses of formal advertising and negotiation. Many laws have been en- 
acted over this span of years. In fact, even a brief reference to these laws 
should impress one with the understanding and awareness of the Congress to 
the problems of military procurement and with the dispatch and foresight with 
which it has responded to them. 

We wish to discuss first, in somewhat summary form, a general introduction 
to the historical development of our present law, and secondly, in the light of 
that background, the specific history and development of each of the 17 excep- 
tions. We feel it will shed much light upon the whys and wherefores of our 
present law, policies, and procedures concerning these two methods of procure 
ment. 

INTRODUCTION 


Military procurement began, of course, even before the founding of our Nation. 
The problem of equipping and supplying the forces of George Washington must 
have been as complex in those days as the problems of the missile and space 
age are today. Our Nation was still an infant when familiar questions arose— 
who should control military purchasing—how should it be accomplished. 

In 1792, Congress provided’ that War Department supplies would be pur- 
chased by the Treasury Department. Just 6 years later in 1798, however, the 
War Department and the newly created Navy Department? were authorized * to 
procure all the supplies and services needed for the military and naval services. 

In 1809, the first Federal statute* requiring advertising for bids appeared. 
In pertinent part it read: 

“* * * all purchases and contracts for supplies or services which are or may, 
according to law, be made by or under the direction of either the Secretary of 
the Treasury, the Secretary of War, or the Secretary of the Navy, shall be made 
either by open purchase, or by previously advertising for proposals respecting 
the same; * * *” 

Although a literal reading of this early statute would indicate contracting 
officers had a choice between two equally available methods of procurement— 
“open purchases” or “advertising for proposals,’ the Attorney General inter- 
preted® it to require advertising except where public exigencies necessitated 
immediate contract performance. In the latter case, procurement of urgently 
required items could be made in the open market in the manner of ordinary 
commercial transactions. 

Subsequent statutes developed specific ground rules for advertising. In 1842, 
a law ° dealing with stationery supplies and printing required— 

(i) Advertising for bids once a week for at least 4 weeks in a newspaper 
published where the work was to be performed ; 

(ii) Description of the required supplies or services in the advertisement ; 

(iii) Sealed bids opened under the direction of the procurement officer 
in the presence of at least two persons; and 

(iv) Award to the low bidder, provided he could furnish security for the 
Government in case of default. 

In 1843, a statute’ added another requirement—the preparation of an ab- 
stract of bids. In 1852, contracts were required * to be advertised at least 60 
days before award and the presence of bidders at the bid opening was author- 
ized. These requirements are quite similar to those now set forth in section 2305 
of chapter 137. 





1 Act of May 8, 1792, 1 Stat. 279-280. 

The Navy Department was established by the act of Apr. 30, 1798, 1 Stat. 553. Prior 
to that time the Secretary of War directed U.S. naval forces. The War Department had 
been established by the act of Aug. 7, 1789, 1 Stat. 49. 

71 Stat. 610, 

* Act of Mar. 3, 1809, 2 Stat. 536. 

52 Ops. Atty. Gen. 257 (1829). See also 6 Ops. Atty. Gen. 406 (1854), 6 Ops. Atty. 
Gen. 99 (1853), 3 Ops. Atty. Gen. 437 (1839). 

®5 Stat. 526. 

TAct of Mar. 3, 1843, 5 Stat. 617. In 5 Ops. Atty. Gen. 89 (1849) this statute was 
construed as applying to “current and necessary expenses” of the Navy and not to a con- 
tract for construction of an embankment. 
®10 Stat. 93. 
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In 1860, a landmark statute was passed.® It was later incorporated in sec- 
tion 3709 of the Revised Statutes and, in pertinent part provided : : 

“All purchases and contracts for supplies or services, in any of the depart- 
ments of the Government, except for personal services, shall be made by ad- 
vertising a sufficient time previously for proposals respecting the same, when 
the public exigencies do not require the immediate delivery of the articles, or 
performance of the service. When immediate delivery or performance is re 
quired by the public exigency, the article or service required may be procured 
by open purchase or contract, at the places and in the manner in which such 
— are usually bought and sold, or such services engaged, between indi- 
viduals.” 

The particular significance of this statutory provision was the requirement 
of advertising with only two exceptions—contracts for personal services and 
contracts where public exigencies necessitated immediate performance. This 
statute, with certain exceptions which will be referred to later, continued 
to regulate the placement of military contracts until World War II. 

Additionally, one further and important exception to section 3709 of the 
Revised Statutes must be mentioned. Not only the courts, but also the At- 
torney General and the Comptroller General consistently ruled * that advertising 
was not required under that statute in circumstances which made competition 
impracticable, such as the existence of only one source. From these early 
days on, then, in cases where only one source was available, neither the War 
nor Navy Departments utilized the procedures of formal advertising to effect 
such procurements. 

Less than 2 weeks after Pearl Harbor, the Congress enacted title II of the 
First War Powers Act of 1941." This authorized the President to empower 
agencies connected with the war effort to enter into contracts without regard 
to existing provisions of law, wherever such action was deemed to facilitate 
prosecution of the war. On December 27, 1941, Executive Order 9001 im- 
plemented the act and authorized the War and Navy Departments to make 
contracts without compliance with statutory requirements for formal adver- 
tising. Again, on March 3, 1942, another positive step was taken. The Chair- 
man of the War Production Board prohibited all contracting by the formal 
advertising method unless specially authorized. For the duration of the war, 
the great bulk of military procurement was negotiated under the authority 
of title II of the First War Powers Act. 

At the close of World War II a study was initiated for the purpose of de- 
veloping peacetime procurement methods. The proposed bill which evolved 
from that study was transmitted to the Congress by the Acting Secretary of 
the Navy was stated” that its primary purpose was to permit the War and 
Navy Departments to award contracts by negotiation when the national defense 
or sound business judgment dictated the use of negotiation rather than the more 
rigid formal advertising procedures. The Senate Committee on Armed Services 
in commenting on the purpose of the bill in its report stated: 

“This bill, as amended, provides for a return to normal purchasing pro- 
cedures through the advertising-bid method on the part of the armed services, 
namely, the War Department, the Navy Department, and the U.S. Coast Guard. 
It capitalizes on the lessons learned during wartime purchasing and provides 
authority, in certain specific and limited categories, for the negotiation of con- 
tracts without advertising. It restates the rules governing advertising and 
making awards as well as fixing the types of contract that can be made.” * 

This bill was eventually enacted as the Armed Services Procurement Act of 
1947.* While it was codified in 1956, with minor amendments, in chapter 137 of 
title 10, United States Code, this basic law has governed Defense procurement 
for 12 years. The flexibility which its drafters and the Congress built into 
it has enabled DOD to operate under it in times of peace, the Korean hostilities, 
and the present cold war. It was and still is a good law. While this charac- 
terization is directed towards its provisions for formal advertising and negotia- 
tion, the same comment could be made of its other provisions. We sincerely 
believe this basic law is equal to the tremendous task we face today and visualize 
in the foreseeable future. This is not to say that some helpful amendments 


* Act of June 23, 1860, 12 Stat. 103-104. 

*” See, e.g., 17 Op. Atty. Gen. 84 (1881): 38 id. 164, 174 (1935): 1 Comp. Gen. 748 
(1922) : 7 id. 282 (1927) : 28 id. 470 (1949). 

™ Act of Dec. 18, 1941, 55 Stat. 83. 

13S. Rept. 571, Armed Services Committee, 80th Cong., July 16, 1947, p. 27. 

133d. at 1. 

4 Act of Feb. 19, 1948, 62 Stat. 21-26, 10 U.S.C. 2301-2314. 
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might not appropriately be made. These amendments we shall point out as we 
now discuss the particular background and development of each of the 17 areas 
for negotiation. 
EXcePTION 1—NaTIONAL EMERGENCY 
(a) The statute 
Pursuant to 10 U.S.C. 2304(a) (1) purchases and contracts may be negotiated 
if “it is determined that such action is necessary in the public interest during a 
national emergency declared by Congress or the President.” 


(b) The historical background 


The use of negotiation during national emergencies has a long history. In 
all emergencies from the Civil War up to World War II, Congress authorized, 
in varying degrees, the negotiation method of procurement. Brief mention may 
be made of some of these prior exceptions to formal advertising : 

1. In 1864, Congress created * a limited exception to formal advertising by 
authorizing emergency procurement by Army quartermasters “in the most ex- 
peditious manner,” when necessary for the operations of any detachment of the 
Army. 

2. —— 1900 when we were involved in various military actions,“ the War 
Department was authorized “ to procure ordnance items and supplies without 
advertising. 

8. In the crisis created by World War I, the National Defense Act of 1916” au- 
thorized the Secretary of War to procure gages, tools, dies, jigs, fixtures, and 
other manufacturing aids, including specifications and drawings, without formal 
advertising. On April 12, 1917, the Secretary of War found that there was an 
emergency within the meaning of existing statutes providing for advertising 
and authorized the award of contracts without formal advertising. The Navy 
Department took similar action. 

4. Even before our entry into World War II, the necessity of preparing for 
whatever eventuality might occur had led the military departments to request 
and Congress to enact other laws authorizing negotiation. For example, the 
Army Appropriation Act of 1941” authorized obligating certain funds without 
formal advertising. In 1940, the Navy was authorized ® to negotiate contracts 
for the acquisition, construction, or repair of naval vessels, aircraft and machine 
tools when in the interest of national defense. The Secretary of the Navy had 
been authorized ™ earlier in 1940 to contract for construction of naval aviation 
facilities without formal advertising. 


(ce) Its present use 

Since this national emergency exception has generated so much congressional 
interest in the past, it is appropriate that this discussion fully explain where and 
why we use this authority and explore the possibilities of its future use. In 
doing so, our treatment of this first exception will necessarily be somewhat longer 
than that accorded some of the other exceptions which will follow. 

Although the national emergency declared pursuant to Presidential Proclama- 
tion 2914, dated December 16, 1950, still exists, the Assistant Secretary of 
Defense (Supply and Logistics) has restricted the use of this very broad negoti- 
ation authority to three specific situations. These are: 

(1) Procurements unilaterally set aside for small business firms; 

(2) Procurements made in keeping with our surplus labor area and 
disaster area programs; and 

(3) Procurements of property and services in connection with experi- 
mental, development, test, or research work from other than educational 
institutions, where the contract is over $2,500 but not more than $100,000. 

(1) Small business.—One of the important elements of the Department’s small 
business program is our set-aside procedure, where we reserve for exclusive 
small business participation individual, or classes of, procurements. Whether 
formal advertising or negotiation procedures are used, a set-aside consists, 
in brief, of reserving all, or a portion, of the procurement for small business 
concerns. The resulting contracts are negotiated contracts, even when small 


%13 Stat. 396. 

%The Spanish-American War (1898), the Philippine Insurrection (1899-1902), the 
Boxer Rebellion (1900). 

M Acts of June 7, 1898, and Mar. 3, 1899, 30 Stat. 434, 1351. 

% 39 Stat. 213, 50 U.S.C. 82(b). 

255 Stat. 366. 

54 Stat. 676. 

7254 Stat. 400. 
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business restricted advertising is used. This is so because restricting competition 





is consistent with a cardinal principle of formal advertising, namely, that there (e) 
be full and free competition. In 

Since the Small Business Act expressly authorizes joint set-asides, those made and : 
by the contracting officer and a representative of the Small Business Admin. cially 
istration, we use exception 17 for such set-asides. For unilateral set-asides date. 
those made by the contracting officer alone, exception 1 is our only authority, : not t 

Yn this connection, section 4(a) of 8. 500 would recognize as formal adver- We 
tising our “small business restricted advertising.” In the case of unilateral] imme 
set-asides, this would give the Department permanent authority where none now too 
exists. As Secretary McGuire testified last summer, we think this provision of miss 
S. 500 is meritorious and desirable. 

In addition, the Department recommended that specific recognition also be (a) 
given to similar unilateral small business set-asides in negotiated procurements Pu 
which presently are only authorized under this national emergency exception. if “t 

(2) Labor surplus and disaster areas.—It is our policy to aid labor surplus 
areas by placing contracts with concerns which will perform them in such areas. (d) 
We do this to the extent it can be accomplished consistent with our procurement Fe 
objectives. And in doing so, we comply with the prohibition in the Defense men! 
Appropriation Act that no price differentials shall be paid for the purpose of supt 
relieving economic dislocations. was 

Here, again, we utilize set-aside procedures, and, since competition is similarly The 
not “full and free,” the resulting contracts are negotiated contracts. Only the 1906 
temporary authority of exception 1 is currently available for this program. mul 

Since the problems of economic dislocations are a matter of concern to every- whe 
body, consideration might to given to establishing some permanent authority ent 
for it. Although the disaster area program is activated only on special occasions, (c) 

~ such as the destructive floods which Connecticut experienced a few years ago, I 
the comments concerning labor surplus areas are equally applicable in principle vol 
to this program also. ané 

(3) Research and development.—Since exception 11 expressly authorizes the 90 
negotiation of contracts for experimental, developmental, and research work, one exe 
may ask why any use of exception 1 is necessary. Section 2310 requires a Be 
secretarial determination and decision before the negotiation authority of ex- we 
ception 11 may be used. With the ever-increasing importance of research and the 
development contracts, the administrative burden of preparing and reviewing bu 
the volume of papers going forward to the Secretary for such decisions seemed on 
all out of proportion to the need being served. Research and development work ‘ 
can not be formally advertised. To require, then, all this paperwork merely sp 
for the Secretary to find what was readily apparent—that research and develop- sn 
ment work was involved—served no real purpose. we 

Accordingly, the decision was made that for the duration of the present as 
national emergency such contracts in the amount of $100,000 or less would be 
negotiated under exception 1. This has been most helpful. During fiscal year As 
1959, for example, 10,404 research and development contracts for $225 million Ol 
of new procurement were negotiated under the national emergency exception. m 
On the other hand, only 2,446 such contracts, but involving $1.4 billion, were q 
negotiated following secretarial determinations and decisions under exception 11. m 

Section 6 of 8. 500 would authorize secretarial delegation of the authority to le 
make the determinations and decisions required for exception 11. The Depart- 0 
ment believes this is a desirable amendment. If enacted, there would be no 


reason for using the authority of the national emergency exception for research 
and development work. 


Thus, were these suggested amendments adopted, we would have no occa- ( 
sion to use the authority of this exception during the current national emer- 


gency. Only in the event of a future national emergency would its utilization t 
be necessary. 
EXCEPTION 2-——PUBLIC EXIGENCY 
(a) The statute 
Pursuant to the authority of 10 U.S.C. 2304(a) (2), purchases and contracts 
may be negotiated if “the public exigency will not permit the delay incident to 


formal advertising.” 
(b) The historical background 


As was pointed out earlier, this exception had its origin in the act of June 23, 
1860,” which we termed a landmark statute. 





2 Note 9, supra. 
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(c) Its present use 

In order for this authority to be used, there must be a need of compelling 
and unusual urgency, as when the Government would be seriously injured, finan- 
cally or otherwise, if the supplies or services were not furnished by a certain 
date. It is also a prerequisite to the use of this authority that the item could 
not be procured by the required date by means of formal advertising. 

We use this authority, for example, when supplies or services are needed 
immediately because of a fire or flood, or when essential equipment for on repair 
to a ship or aircraft are needed at once for performance of their operational 


missions. 


(a) The statute 
Pursuant to 10 U.S.C. 2304(a) (3), purchases and contracts may be negotiated 
if “the aggregate total involved is not more than $2,500.” 


(b) The historical background 

For many years congressional authority has existed for negotiated procure 
ment of low-dollar items. In 1892, negotiated procurement of Army ordnance 
supplies in amounts not more than $200 was authorized.” Similar authorization 
was granted the Quartermaster General by laws enacted in 1894* and 1898.” 
The amount was raised to $500 and applied across-the-board to all supplies in 
1906 and 1907 for both the War™ and Navy™ Departments. This $500 maxi- 
mum continued until enactment of the Armed Serviees Procurement Act of 1947 
when it was increased to $1,000. Finally, in 1958,” it was increased to the pres- 
ent ceiling of $2,500. 


(c) Its present use 

In the previous presentation, as you will recall, we pointed out the large 
yolume of procurement actions which are negotiated under this exception, who 
and where the contracting officers were who used it and the reason why it is 
so valuable and necessary an authority in our operations. The reason for this 
exception lies in the administrative costs of the formal advertising procedures. 
Because in small dollar purchases, these administrative costs would often out- 
weigh the value of such purchases and would greatly and unnecessarily increase 
the costs of the procurement of all low dollar items, Congress considered it good 
business that such purchases should be negotiated. As the Senate Committee 
on Government Operations stated at the time the ceiling was raised to $2,5 

“Increased competition and lower prices would flow from the simplification, 
speed, and similarity to commercial practice [which] regulated negotiation of 
small procurements would provide. Administrative savings to the Government 
would also result from the lesser cost in such cases of negotiated procurements 
as compared with formally advertised procurements.” ” 

Widespread informal competition is obtained in our small purchase procedure. 
As previously stated, ASPR 1-301 requires that our procurements shall be made 
on a competitive basis, whether by formal advertising or by negotiation, to the 
maximum practicable extent. This applies equally to small purchases, our re- 
quirement being that reasonable solicitation of quotations from qualified sources 
must be secured for all purchases over $100. And for procurements of $100 or 
less, ag pointed out earlier, we require such purchases to be distributed equitably 
over a period of time among qualified suppliers. 


EXCEPTION 8—-SMALL PURCHASES 


EXCEPTION 4——-PERSONAL OR PROFESSIONAL SERVICES 


(a) The statute 

Pursuant to 10 U.S.C. 2304(a) (4), purchases and contracts may be nego- 
tiated if ‘for personal or professional services.” 
(b) The historical background 


This negotiation authority is derived, as was the case in exception 2, from 
the act of June 23, 1860, as incorporated into Revised Statutes 3709. It exempted 
contracts for personal services from the requirement of formal advertising. 





$27 Stat. 182. 

% 28 Stat. 238. 

* 30 Stat. 322. 

76 34 Stat. 258. 

7 34 Stat. 1193. 

% Act of Aug. 28, 1958, Public Law 85-800. 

*S. Rept. No. 2201, Government Operations Committee, 85th Cong., Aug. 5, 1958, p. 5. 
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However, the amendment to section 3709, in 1946, phrased this exception “when 
the services are required to be performed by the contractor in person and are 
(A) of a technical and professional nature or (B) under Government superyi- 
sion and paid for on a time basis.” ” 


(c) Its present use 


Although neither the Armed Services Procurement Act nor its codification 
in 10 U.S.C. 2304(a)(4) carried forward the limiting language of the 1946 
amendment, the Department of Defense has considered that the use of this 
authority for personal services is subject to the same conditions as embodied 
in that amendment. Accordingly, in the case of personal services, we require 
not only that they must be performed by a contractor in person (not by a firm), 
but also they must either be of a technical nature or must be performed under 
Government supervision and paid for on a time basis. Substantially the same 
conditions apply to professional services, exeept they may be performed either 
by an individual contractor or by a firm. 

Our use of exception 4 is not extensive. 


EXCEPTION 5—-SERVICES OF EDUCATIONAL INSTITUTIONS 
(a) The statute 


Pursuant to the authority of 10 U.S.C. 2304(a) (5), purchases and contracts 
may be negotiated if “for any service to be rendered by any university, college, 
or other educational institution.” 


(0) The historical background 


This negotiation authority originated in the Armed Services Procurement 
Act of 1947. It was inserted in the armed services procurement bill by the Senate 
in order to permit the military departments to negotiate contracts for necessary 
research assistance and for the training of personnel sent to educational 
institutions. 


(c) Its present use 


Our use of this negotiation authority is for— 

(i) educational or vocational training services to be performed by 
educational institutions in connection with the training and education of 
personnel, and for necessary material and supplies incidental thereto, and 

(ii) experimental, development, or research work and analyses, studies, 
or reports, to be conducted by such institutions. 


EXCEPTION 6—PURCHASES OUTSIDE THE UNITED STATES 


(a) The statute 


Pursuant to the authority of 10 U.S.C. 2304(a) (6), purchases and contracts 
may be negotiated if “for property or services to be procured outside the United 
States, and its territories, possessions, and Puerto Rico.” 


(b) The historical background 


The Navy, since 1845, had a similar, although more limited authority to 
purchase supplies “which it may be necessary to purchase out of the. United 
States for vessels on foreign stations.”“ The legislative purpose of broadening 
this negotiation authority in the Armed Services Procurement Act of 1947 was 
to enable contracting officers in oversea areas to conform to business methods in 
general use in those areas. 


(c) Its present use 


We use the authority of this exception to procure supplies to be shipped from, 
delivered, and used, or services to be performed, outside the United States, its 
territories, possessions, and Puerto Rico—regardless of the place where the 
contract is negotiated or executed. 


EXCEPTION 7-—MEDICINES OR MEDICAL SUPPLIES 


(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (7), purchases and contracts may be negotiated 
if “for medicine or medical supplies.” 


*® 60 Stat. 809. 
*} Act of March 3, 1845, 5 Stat. 794, Rev. Stat. 3721. 
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(b) The historical background 


As far back as 1845, Congress authorized * the Navy Department to negotiate 
the purchase of medicines in lien of formal advertising, and, in the act of 
February 27, 1893," also authorized the negotiation of contracts for medicines and 
medical supplies by the War Department. 


(c) Its present use 


This negotiation authority is used with respect to such supplies as are peculiar 
to the field of medicine. These include technical equipment such as surgical 
instruments, surgical and orthopedic appliances, X-ray supplies and equipment, 
and the like; but not prosthetic equipment. We do not use exception 7, how- 
ever, if the procurement may also be negotiated under the exceptions for small 
purchases or oversea procurement. 

Further, whenever it is practical to do so, we give suitable advance 
publicity of at least 15 days of the proposed purchase where the probable cost 
of the procurement will exceed $10,000. 


EXCEPTION 8—-SUPPLIES PURCHASED FOR AUTHORIZED RESALE 


(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (8), purchases and contracts may be negotiated 
if “for property for authorized resale.” 


(b) The historical background 


Although this exception provides for what is literally a new grant of authority 
in the enactment of the Armed Services Procurement Act of 1947, nevertheless it 
was intended that this authority will ordinarily be used only for purchases of 
articles with brand names or of a proprietary nature, as requested by patrons 
of retail activities. So limited, this exception 8 amounts to little more than a 
specific application of the general exception to Revised Statutes, section 3709, 
for proprietary purchases where it is impractical to secure competition. 


(c) Its present use 


As just indicated, we limit our use of this negotiation authority to brand name 
items and articles of a proprietary nature which a retail activity must carry to 
meet the demands and preferences of its customers. Here also, we require, 
wherever it is practicable, suitable advance publicity of the proposed purchase 
when the probable cost of supplies purchased for authorized resale under this 
exception will exceed $10,000. 


EXCEPTION 9——PERISHABLE AND NONPERISHABLE SUBSISTENCE SUPPLIES 
(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (9), purchases and contracts may be negotiated 
if “for perishable and nonperishable subsistence supplies.” 


(b) The historical background 


The Navy Department had specific authority to procure certain perishable 
Subsistence items without advertising for a long time, namely, butter and cheese 
since 1847," preserved meats, pickles, and dried vegetables since 1861," and 
flour and bread since 1867.” 

In section 2(c) (9) of the Armed Services Procurement Act of 1947, the excep- 
tion was broadened to include all perishable subsistence supplies. The purpose 
in enlarging this authority was well expressed in the report of this committee 
made at that time: 

“Many of these [perishable subsistence items] cannot be described in the 
usual manner and their specifications are normally inadequate to provide a basis 
for advertising for bids. Under the advertisement system, the produce dis- 
tributor is required to guarantee the availability of a specific quantity of a 
predetermined quality at a stated place at a specified future date. This he is 
usually unable to do. Thus, the only businesslike method of buying such items 
is by evaluation after visual inspection at the time and place such perishable 


2 Ibid. 

*27 Stat. 485. The act of Oct. 10, 1940, 54 Stat. 1110, consolidated this authority with 
other exceptions to Rev. Stat. 3709. 

“9 Stat. 172, Rev. Stat. 3721. 

® 12 Stat. 265, Rev. Stat. 3726. 

* 12 Stat. 818, Rev. Stat. 3727. 
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items are offered, and by purchase at current wholesale prices. Common produce 
items such as tomatoes or lettuce furnish excellent examples. Delay of only a 
few days in marketing items such as these seriously influence the factor of 
‘freshness’ which is paramount in determining the quality and, therefore, ip 
determining a reasonable price.” “ 

Finally, by an amendment effective August 28, 1958, this exception was further 
broadened to cover nonperishable subsistence supplies as well. The marketing 
methods employed for such nonperishables as canned goods and frozen foods had 
demonstrated the need to negotiate the requirements for such supplies while in 
the crop stage, something not feasible under the formally advertised method 
of procurement. 


(c) Its present use 


The negotiation authority of exception 9, as indicated above, is used for the 
purchase of all subsistence supplies, both perishable and nonperishable, except 
when the procurement is also authorized by the small purchase and overseg 
procurement exceptions. 


EXCEPTION 10—SUPPLIES OR SERVICES FOR WHICH IT IS IMPRACTICABLE TO SECURE 
COMPETITION BY FORMAL ADVERTISING 
(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (10), purchases and contracts may be negotiated 
if “for property or services for which it is impracticable to secure competition.” 


(b) The historical background 


In enacting the Armed Services Procurement Act of 1947, this exception was 
intended to make available to all the armed services a similar exception from 
formal advertising given to the War Department in 1901, for purchases “where 
it is impractical to secure competition.” * The Attorney General and the Comp- 
troller General had consistently ruled® that formal advertising was not re- 
quired by section 3709 of the Revised Statutes in circumstances which made 
competition impracticable. 

However, the congressional committees who considered the armed services 
procurement bill were aware that there had been a long line of strict interpreta- 
tions of section 3709 (for the most part by the Comptroller General), as the 
result of which the Comptroller frequently had overruled decisions of Govern- 
ment purchasing agencies on the question whether or not it was in fact imprac- 
ticable to secure competition in a given case. In this connection, the report of 
this committee stated : 

“In approving this section the committee is aware that there has been a long 
line of strict interpretations placed upon contracts or purchases made where 
agencies felt it was impracticable to secure competition. It believes that under 
the terms of earlier legislation such decisions were probably in accord with the 
intent of Congress. However, this section is intended to place the maximum 
responsibility for decisions as to when it is impracticable to secure competition 
in the hands of the agency concerned. The experiences of the war and con- 
tracts negotiated since the war in the fields of stevedoring, ships’ repairs, charter- 
ing of vessels, where prices are set by law or regulations, or where there is a 
single source of supply, have shown clearly that the competitive bid-advertising 
method is not only frequently impracticable but does not always operate to the 
best interests of the Government. It is, therefore, intended that this section 
should be construed liberally and that review of these contracts should be con- 
fined to the validity and legality of the action taken and should not extend to 
reversal of bona fide determinations of impracticability where any reasonable 
ground for such determination exists.” “ 


(c) Its present use 


Numerous situations, which were referred to in the committee hearings just 
mentioned, have been expressly enumerated in ASPR 3-210.2. These are repre- 
sentative of examples of purchases wherein formal advertising is not feasible 
and, therefore, as to which it is impracticable to secure competition within the 
meaning of the negotiation authority of exception 10. Such is the case, for 





7 8. Rept. No. 571, supra, note 12, at 7-8. 
331 Stat. 905. 

% Note 10, supra. 

“S. Rept. No. 571, supra, note 12, at 8. 
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example, (i) where there is a single source of supply ; (ii) when it is impossible 
to draft adequate specifications or an adequate description for use in an inyita- 
tion for bids; (iii) when supplies or services are proprietary to one supplier 
pecause of patent rights, secret processes, control of basic raw materials, or 
similar conditions; and (iv) when the supplies or services are of a special 
nature such as public utility services, individual maintenance or repair work, 
stevedoring and warehousing services, training film or motion picture produc- 
tions, and the like. 

We have recognized that use of this broad negotiation authority must be con- 
trolled. Accordingly, definite steps have been taken to circumscribe its use. 

Notwithstanding the fact that chapter 137 of title 10 does not require any 
determination and decision to be made before the authority of this exception 
may be used, ASPR 3-210.3 specifically lays down this requirement. Every 
contract negotiated under this authority must be accompanied by a signed 
statement of the contracting officer justifying its use. We also require a copy 
of this statement to be sent to the General Accounting Office with a copy of the 
contract. 

Additionally, ASPR 3-210.3 imposes the further requirement in any procure- 
ment in excess of $50,000, where the reason for the proposed use of exception 10 
is because “it is impracticable to draft specifications adequate for formal adver- 
tising,” that the decision to negotiate on such basis must be made at a higher 
level than that of the contracting officer. 

Finally, we have provided that exception 10 may not be used when negotiation 
is expressly authorized by any other exception, other than exception 12. 


EXCEPTION 11——EXPERIMENTAL, DEVELOPMENTAL, OR RESEARCH WORK 


(a) The statute 

Pursuant to 10 U.S.C. 2304(a) (11), purchases and contracts may be negotiated 
if “for property or services that he [the Secretary] determines to be for experi- 
mental, developmental, or research work, or for making or furnishing property 
for experiment, test, development, or research.” 


(b) The historical background 


This exception is substantially a restatement, and an extension to other mili- 
tary departments, of the authority given to the Navy Department by act of 
August 1, 1946, which established the Office of Naval Research. Section 6 of 
that act authorized the negotiation of experimental, developmental, and research 
contracts. 

It was felt by Congress that the experience gained before and during World 
War II proved that the continuation of programs for research and development 
was of prime importance and that the very nature of such programs and of 
contracts related thereto was inconsistent with procurement by formal advertis- 
ing. Not only was the field of possible contractors in many cases very limited, 
but also a research or development contractor would usually have to be selected 
on the basis of special skills and exceptional facilities in much the same manner 
that an individual would seek the services or professional advice of an expert. 
Furthermore, in research and development contracts, it is impossible to make 
accurate forecasts of costs, thereby making it necessary to enter into cost- 
reimbursement type contracts, which, on the one hand, are not permitted with 
respect to contracts entered into by advertising and, on the other hand, require 
greater care and independence of contracting than would be necessary in the 
case of fixed-price contracts or would be possible in the case of procurement by 
advertising. 


(c) Its present use 


This negotiation authority is basically twofold: (i) applying to experimental, 
developmental, or research work; and (ii) applying to the furnishing of sup- 
plies for such work. With respect to the former, we use this authority for 
(i) contracts relating to theoretical analysis, exploratory studies, and experi- 
mentation in any field of science or technology; (ii) development contracts call- 
ing for the practical application of investigative findings and theories of a 
scientific or technical nature; and (iii) services, tests and reports incidental 
to the foregoing. With respect to the latter, we use this authority for the pur- 
chase of equipment or supplies (such as parts, accessories, patent rights thereto, 





“ 60 Stat. 780, 10 U.S.C. 7522. 
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and drawings and design thereof) necessary for and used in connection with any 
existing research or development program. 

We do not use this exception, of course, to purchase any and all supplies 
used in research and development work. For example, if coal or oil is needed 
to heat a building in which research work is being done or is used in connection 
with testing research equipment, procurement is effected by formal advertising, 
not by negotiation under this exception. 

Additionally, we do not use this negotiation authority for quantity production 
contracts. However, a research or development contract which calls for the 
production of a reasonable number of experimental or test models or prototypes, 
is not regarded as a contract for quantity production. 

As we pointed out earlier, contracts negotiated with educational institutions 
for this type of work are negotiated under the authority of exception 5. We 
also discussed under exception 1 the fact that, and the reasons why, contracts 
for research and development work under $100,000 were not negotiated under 
exception 11. All we wish to add to our previous remarks is to repeat our sup- 
port of section 6 of S. 500, which would permit a Secretary to delegate the au- 
thority to make the determinations and findings now required by 10 U.S.C. 2311, 


EXCEPTION 12—CLASSIFIED PURCHASES 
(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (12), purchases and contracts may be nego- 
tiated if “for property or services whose procurement he [the Secretary] deter- 
mines should not be publicly disclosed because of their character, ingredients, 
or components.” 


(b) The historical background 


Although this exception is substantially a new negotiation authority, at least 
in its broad coverage and in its extension to all the services, nevertheless there 
have been in existence three Army statutes which granted certain negotiation 
authority along the lines of the authority granted by this exception 12. Thus, 
the act of May 11, 1908,“ authorized the War Department to purchase ordnance 
equipment in such a manner as was deemed most economical and efficient, 
whenever the public interest would be injured by publicly divulging the char- 
acter or ingredients of such equipment; the act of May 15, 1936," extended the 
aforementioned authority to cover chemical warfare and signal property; and 
the act of July 13, 1939,“ extended the authority to cover aircraft parts, instru- 


ments and aeronautical accessories. 
(c) Its present use 


We use this authority for contracts classified “Confidential” or higher, or 
where because of other considerations, such as when the quantity of an unclas- 
sified item being purchased might be of strategic significance to a potential 
enemy, the contract should not be publicly disclosed. ASPR 3-—212.3 also pro- 
hibits the use of this exception when negotiation is authorized by any other 
of the 17 exceptions, except exception 4. 

Here, also, as in regard to exception 11, the Department favors enactment of 
section 6 of S. 500. 


EXCEPTION 13—-TECHNICAL EQUIPMENT REQUIRING STANDARDIZATION AND INTER- 
CHANGEABILITY OF PARTS 
(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (13), purchases and contracts may be nego- 
tiated if ‘‘for equipment which he [the Secretary] determines to be technical 
equipment when standardization and the interchangeability of whose parts are 
necessary in the public interest and whose procurement by negotiation is neces- 
sary to assure that standardization and interchangeability.” 


(b) The historical background 


This exception originated in the Armed Services Procurement Act of 1947. 
It grew out of the need to be able to negotiate purchases of additional units and 
replacement spare parts and items, the initial procurement of which, for the 
most part, would have been made by competitive procurements. Congress 


42 35 Stat. 125. 
43 49 Stat. 1277. 
“53 Stat. 1000. 
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that the military importance and the financial savings resulting from 
standardized equipment and interchangeable parts made it essential that we: be 
able to Standardize on major items of technical equipment; and, having done 
go, that additional or replacement units and interchangeable spare parts be pro- 
cured by negotiation. 


(c) Its present use 


Since standardization of equipments restricts normal competition and results 
in most cases in noncompetitive procurement, we have prescribed very specific 
criteria which must be met before a determination to standardize technical equip- 
ments and related components and spares may be made: 

(i) The items must be for tactical use or for use in theaters of opera- 
tions, or on board naval vessels, or at advanced or detached bases. Thus, 
items of technical equipment which are for exclusive use in the continental 
United States are not frequently standardized. 

(ii) The determination must be reviewed at least every 2 years. 

(iii) The determination cannot be utilized for the initial procurement of 
the related equipment or parts. It may apply, however, to the procurement 
of later types and models of the particular equipment which has been 
standardized. 

(iv) A current or recurring requirement for the equipment must exist. 

In making a determination to standardize on specific technical equipment 
consideration is also given to such factors as (i) the effect of: the proposed 
standardization upon the capability to procure the equipment at reasonable 
prices; (ii) the practicability of interchangeability of parte and cannibalization 
of equipment; and (iii) whether standardization will appreciably reduce the 
quantity of spare parts that must be carried in stock, 

Standardization determinations. have been made, for example, in the field of 
small engines and trucks. 

This exception also requires a Secretarial determination and finding before 
its authority may be used. Unlike the cases of exceptions 11 and 12 where the 
Department favored the enactment of section 6 of S. 500, the responsibility to 
make determinations and decisions under exception 13 should not be delegated 
below the Secretarial level. The authority to negotiate procurement of.one or 
two manufacturers’ products to the exclusion of others must be safeguarded. 
Accordingly, the Department recommended last summer that the present statu- 
tory requirement that determinations and decisions under exception 13 be made 
at the Secretarial level should be maintained. 


EXCEPTION 14—TECHNICAL OR SPECIALIZED SUPPLIES REQUIRING SUBSTANTIAL 
INITIAL INVESTMENT OR EXTENDED PERIOD OF PREPARATION FOR MANUFACTURE 


(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (14), purchases and contracts may be nego- 
tiated if “for technical or special property that he [the Secretary] determines to 
require a substantial initial investment or an extended period of preparation for 
manufacture and for which he determines that formal advertising and com- 
petitive bidding might require duplication of investment or preparation already 
made, or would unduly delay the procurement of that property.” 


(b) The. historical background 


This exception also originated in the Armed Services Procurement Act of 1947. 
It grew out of the need to be able to negotiate contracts for such technical.and 
complex items as aircraft, tanks, radar, missiles, rockets, and other such items 
of specialized equipment. The feeling of Congress concerning the necessity for, 
and purpose of, this authority was well expressed by the House Armed Services 
Committee : 

“* * * This authority is essential for the proper procurement of such items 
as military and naval aircraft, tanks, military and naval radar, guided missiles, 
rockets, and other technical equipment. To award eontracts for such items 
after advertising for sealed bids would be highly time consuming and wasteful 
and would leave the procuring service with no assurance that it would secure 
supplies of the proper quality. 

“Such items can be procured to the best advantage from a contractor who, 
as a result of having developed the item for its production, has already done a 
considerable amount of preparatory work and acquired the necessary know-how 
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and shop practices which are the core of all mass production techniques by which 
intricate mechanisms of high quality are produced rapidly and cheaply, To 
award a contract for such an item to the lowest bidder would mean either that 
it would go to a contractor entirely unfamiliar with the item but who has 
unwisely made a low bid, or that it would go to the trained contractor, whose 
bid would only have to be low enough to shade any other bidder, and so might 
include some or all of the tooling and other preparatory charges previously 
incurred, and thus permit an unreasonable profit. If the award should be made 
to the untrained contractor, he would then have to go through the entire develop- 
ment and educative processes, thereby delaying the ultimate production of the 
item, with no assurance that it would ever be produced properly. Furthermore, 
where the unsuccessful bidder has previously had Government development con- 
tracts, the money spent on these contracts both by the Government and the con- 
tractor, will have been largely wasted. On the other hand, if the services haye 
the authority to negotiate such purchases, they can give the contract to the con- 
tractor already familiar with the item and negotiate the price on the basis of a 
careful analysis of the estimated costs and actual cost experience, to be certain 
that the Government will secure the full benefit of any development contracts 
previously performed by the contractor. In addition, because of his already 
acquired production experience, the high degree of quality necessary in such items 
can thereby be reasonably assured.” “ 


(c) Its present use 


As the above so well indicates, this negotiation authority is used where it is 
preferable to place a production contract with the supplier who developed the 
equipment. This assures to the Government the benefits of the techniques, tool- 
ing, and equipment already acquired by that supplier. It also avoids undue 
delay arising from the fact that a new supplier would have to acquire such tech- 
niques, tooling, and equipment. 

The use of this exception generally involves important background factors, 
such as (i) high starting costs; (ii) preliminary engineering and development 
work not usable by another supplier; (iii) elaborate special tooling; (iv) sub- 
stantial time and effort already expended in prototype development; and (vy) 
the likelihood of important design changes. 

We limit the use of this negotiation authority, of course, to technical or spe- 
cialized supplies, examples of which we have already listed. 

Finally, we wish to state, as we did under exceptions 11 and 12, that 
the Department of Defense supports section 6 of S. 500 in its application to 
exception 14. 

EXCEPTION 15—-NEGOTIATION AFTER ADVERTISING 


(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (15), purchases and contracts may be nego- 
tiated if “for property or services for which he [the Secretary] determines that 
the bid prices received after formal advertising are unreasonable as to all or 
part of the requirements, or were not independently reached in open competition, 
and for which (A) he has notified each responsible bidder of intention to nego- 
tiate and given him reasonable opportunity to negotiate; (B) the negotiated 
price is lower than the lowest rejected bid of any responsible bidder, as deter- 
mined by the head of the agency; and (C) the negotiated price is the lowest 
negotiated price offered by any responsible supplier.” 


(b) The historical background 


This exception also originated in the Armed Services Procurement Act of 
1947. Its purpose is to protect the Government in situations where formal 
advertising is at first used, but results in excessive or collusive bids. In either 
of these situations, the only effective course of action is to negotiate in order 
to break the price line and thereby obtain the needed supplies at reasonable 
prices. Even though resort might be made in certain cases to the antitrust laws, 


any relief resulting therefrom would be too slow and too late to be of practical 
use. 


* H. Rept. No. 109, Armed Services Committee, 80th Cong., Mar. 10, 1947, pp. 13-14. 
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(c) Its present use 

We use this negotiation authority in the circumstances mentioned above. 
Resort to this exception permits us to obtain the supplies when needed and at 
reasonable prices. At the same time, it also permits initiation of corrective 
action to prevent recurrence of collusive bidding in any case where further in- 
vestigation revealed violations of the antitrust laws. In this latter connection, 
10 U.S.C. 2305(¢) requires that any evidence of bids not independently arrived 
at be referred to the Attorney General for appropriate action. 

Here again, the Department favors section 6 of 8. 500, which, if enacted, would 

it the Secretaries to delegate the determinations and decisions now required 

to be made by them under exception 15. 


EXCEPTION 16—PURCHASES IN THE INTEREST OF NATIONAL DEFENSE OR INDUSTRIAL 
MOBILIZATION 
(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (16), purchases and contracts may be nego- 
tiated if “he [the Secretary] determines that (A) it is in the interest of national 
defense to have a plant, mine, or other facility, or a producer, manufacturer, or 
other supplier, available for furnishing property or services in case of a national 
emergency; or (B) the interest of industrial mobilization in case of such an 
emergency, or the interest of national defense in maintaining active engineering, 
research, and development, would otherwise be subserved.” 


(b) The historical background 


The principle of this exception was recognized in the act of June 16, 1936,“ 
under which the Secretary of War was authorized, subject to the approval of the 
President, to place so-called educational orders for special munitions with se- 
lected concerns in order to familiarize them with their manufacture. The ex- 
perience of World War II made this negotiation authority essential. In a 
national emergency, such as the one declared on December 16, 1950, there is not 
time for the reorganization of industrial strength so as to speedily adapt to the 
needs of war. The purpose of this exception, then, is to serve as an instrument 
of preparedness by permitting the development of industrial facilities and pro- 
duction know-how necessary to keep pace with industrial requirements which 
arise out of the discovery and application of new weapons. It also is necessary 


in order to maintain a basic core of plants, facilities and skills which will be 
available when and if needed. 


(c) Its present use 


This exception is used to carry out such plans and programs as are evolved 
under the direction of the departmental Secretaries to provide incentives to 
manufacturers to maintain and keep active engineering and design staffs and 
manufacturing facilities for mass production. It is used, for example, (i) when- 
ever it is necessary to keep vital facilities or suppliers in business or to make 
them available in the event of a national emergency, and (ii) when it is neces- 
sary to negotiate with certain suppliers to train them in the furnishing of critical 
supplies to prevent. the loss of their availability or employee skills, or to maintain 
active emgineering, research, and development work. 


EXCEPTION 17—OTHERWISE AUTHORIZED BY LAW 
(a) The statute 


Pursuant to 10 U.S.C. 2304(a) (17), purchases and contracts may be negotiated 
if “otherwise authorized by law.” 


(b) The historical background 


This exception originated in the Armed Services Procurement Act of 1947. 
Its purpose was to preserve the statutory authority to negotiate contracts as 
contained in permanent legislation and not repealed by the Armed Services Pro- 
curement Act ef 1947. It is also important to note that this exception has the 
effect, in addition to preserving the negotiation authority of prior permanent 
legislation, of permitting negotiation under any relevant afterenacted !aw, such 
as title II of the First War Powers Act as it existed during its reactivation 





“52 Stat. 707. 








64 PROCUREMENT: STUDY 


and prior to its expiration in 1958. Certain relatively major preexisting acts 
were specifically referred to in the hearings held on the armed services procure- 
ment bill as illustrating earlier laws which would be preserved by virtue of ex- 
ception 17. These are— 

1. The Aircraft Procurement Act of 1926.” 

2 ee or engineering services: Act of April 25, 1939.“ 

3. Transportation services by common carriers: The Tran i 

pane Sportation Act 
4. Services and materials for research: Act of August 1, 1946.” 


f ote Temporary employment of experts and consultants: Act of August 2, 


(c) Its present use 


, In addition to the above, we use exception 17, as has previously been men- 
tioned, in negotiating the procurement of joint setasides for small business, 


CONSTRUCTION WORK 


All our discussion up to now has been directed toward the procurement of 
supplies and services. Our treatment would not be complete, however, unless we 
also cover construction, for 10 U.S.C. 2304(a) also applies to the procurement of 
public works, buildings, and facilities. 

By virtue of section 2304(c), certain of the exceptions we have just gone over 
are inapplicable to procurement of construction work within the United States, 
This section does not authorize negotiation of a contract to construct or repair 
any building, road, sidewalk, sewer main, or similar item, unless it is made under 
exceptions 1-3, 10-12, or 15. 


Although this statutory preference for formally advertised procurement of 
construction does not apply if it is to be performed outside the United States, 
it is our policy to formally advertise such procurements whenever it is possible 
to do so. Where formal advertising is not feasible for construction work out- 
side the United States, negotiation may be used. Exception 6 is normally used, 
but any of the 17 exceptions may be used if more appropriate. We do not, how- 
ever, permit the use of exception 6 for any construction work to be performed in 
the territories or possessions of the United States or in Puerto Rico. 

Thus, the procurement statutes under which we operate have grown out of 
the experience of 150 years. This discussion, we trust, has shown both the 
background of our present procurement law and why its provisions are still nec- 
essary for proper accomplishment of defense procurement. 

Senator THurmonp. All right. Your next witness. 

Mr. Bannerman. Commander Malloy will undertake our next 
paper, whch has to do with the advantages and limitations of formal 
advertising. 

Mr. Chairman, this one we do not propose to summarize. We will 
read it in toto. It runs about 25 minutes. 

Senator Tuurmonp. That is all right. I think it is well to present 
this particular paper in full because this is a right controversial 
question. 

All right, you may proceed. 


ApvVANTAGES AND LIMITATIONS OF FormaL ADVERTISING 


Commander Matuoy. In the preceding presentation, we have seen 
how quickly the early feeling in our Government—that all military 
procurement could be formally advertised—had to be revised. We 
have also seen how the experience accumulated over ensuing years 
demonstrated extensive additional areas where formal advertising 





4744 Stat. 787 (1926), now codified in 10 U.S. 
4852 Stat. 591 (1929), now codified in 10 U.S. 
4954 Stat. 954, 49 U.S.C. 65 (1952). 
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wasnot in the best interests of the Government. In fact, at the time 

the armed ‘services procurement’ bill was being considered by Con- 
, the-large majority of the 17 exceptions then enacted had a 

specific or analogous precedent in legislative history. 3 

Yet, in recent years, the roles of formal advertising and negotia- 
tion in defense procurement have been much discussed. Some con- 
tend that formal advertising should be expanded. Others, with 
equal sincerity, feel that it has largely outlived its usefulness in the 
modern era of complex weaponry. 

Somewhere between these two extremes lies the true fact. In order 
to properly evaluate the role of formal advertising today and see it in 
its correct perspective, we should examine its operating requirements 
and the advantages and limitations inherent in its use. 


THE MECHANICS OF FORMAL ADVERTISING 


We feel it would be helpful to describe, in a general way, the me- 
chanics of formal advertising. The process begins when a military 
activity, Which needs a certain product or service, describes the item 
or items in a purchase request.. This it submits to the purchasing 
activity which does its buying, The requiring activity is held respon- 
sible for referring to all applicable specifications, plans, or drawings; 
or, if nothing better is available, for providing a purchase descrip- 
tion which adequately specifies all the essential features of the item 
needed. 

Once the contracting officer has determined that the procurement is 
susceptible of formal advertising, the next step is to transfer the in- 
formation contained in the requisition to the schedule of an invitation 
for bids that will be issued, in such terms that the requirements of 
the Government are completely defined. It is the individual contract- 
ing officer’s responsibility to determine that the terms and conditions 
included in the schedule of the invitation for bids fully and com- 
pletely describe the needs of the Government. 

Complete invitations are circulated as widely as possible in order 
to obtain maximum competition. There are various ways of solicit- 
ing bids, the principal method being the mailing or delivering of 
invitations to the prospective bidders. Mailing lists of bidders are 
kept at purchasing activities to provide ready information on current 
sources of supply. All suppliers who appear to be qualified and 
eligible to fill the requirements of a particular procurement are carried 
on the appropriate mailing list. 

Additional methods of soliciting bids include the displaying of 
copies of the invitation at the purchasing office and at other appro- 
priate public places; publishing brief announcements of proposed 
purchases in trade journals; and, in some instances, by publishing the 
essential details of a proposed purchase in newspapers. 

In addition, with certain exceptions dictated by practical considera- 
tions (ASPR 2-206.1), all unclassified procurements in the United 
States which might result.in an award of contracts in excess of $10,000 
are given widespread publicity in the Department of Commerce publi- 
cation, “Synopsis of U.S. Government Proposed Procurement, Sales, 
and Contract Awards.” 

Each invitation for bids sets forth a specific place, date, and hour 
for the opening of bids. The invitations are circulated a sufficient 
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time in advance of the opening date so that all those who care to 
bid are afforded an adequate opportunity to prepare and submit their 
bids. Under the law, it is the responsibility of each bidder to insure 
that his bid is submitted in time to be received in the office designated 
m the invitation by the exact hour specified for the opening of bids, 

At this specified hour, all bids are publicly opened and read aloud. 
The names of the bidders and the prices bid are recorded on an 
abstract of bids, which is available for public inspection. Except in 
the case of a mistake in bid alleged and conclusively proved—in 
accordance with a most detailed procedure—no bidder may be per- 
mitted to withdraw his bid once bids have been opened. 

The contracting officer next faces the considerable and often ex- 
tremely difficult job of evaluating the bids received. This is the 
process of determining whether each bidder’s offer meets the require- 
ments of the invitation, both as to what is offered and as to the con- 
tractual terms as well. During evaluation, he may be faced with 
the necessity of eliminating some bids from consideration or even in 
some circumstances of rejecting all bids and readvertising the pro- 
curement. 

Ordinarily, any bid which does not conform in every respect to the 
essential requirements of the invitation for bids must be rejected. 
The basic principle applied in determining whether a bid meets the 
essential requirements of the invitation is whether any deviation in 
what is offered by the bidder affects the price, quantity, or quality of 
the item or the contract terms specified by the Government; if it a 
the contracting officer must reject the bid. Nor can the bidder be 
eer an opportunity to cure such a defect after the bids have 

n opened. 

In this connection, to be eligible for award of a contract, any bid- 
der whose bid has been determined to be “responsive” to the invita- 
tion must also be determined to be “responsible.” ‘This means that 
the contracting officer must establish that the prospective contractor 
is a manufacturer or regular dealer in the supplies sought ; that he has 
adequate financial resources; that he can comply with the delivery 
schedule; that he has a satisfactory record of prior performance and 
integrity and is otherwise qualified and eligible to receive an award 
under applicable laws and regulations. This is usually accomplished 
by a preaward survey, which was referred to in the initial presen- 
tation. 

Finally, the contracting officer must determine which bid actually 
offers the Government the lowest price. To do this, he must take into 
account the actual prices bid and additional factors such as offered 
Seat, price escalation provisions, transportation costs, and the 
ike, 

Award of a contract will finally be made to the lowest responsible 
bidder who survives all the above evaluation, whose bid conforms to 
the essential provisions of the invitation for bids, and whose price is 
found to be fair and reasonable. 

Even this brief outline of formal advertising procedures shows that 
it is a substantial and complex process involving considerable adminis- 
trative expense. AIl these steps must be taken in every purchase by 
formal advertising. Although this discussion has necessarily been 
quite general, each step of the process could be broken down into a 
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myriad of further considerations and problems. It suffices to say 
that it is an intricate system which attempts to secure the best result 
for the Government by the use of widespread competition. 

Great emphasis must be and is placed on maintaining the integrity 
of the system to the end that prospective bidders may know the rules 
in advance and i be assured of fair and equal treatment. Thus, 
a great body of rather rigid and inflexible rules has been established 

the Comptroller General to protect the interests of both the bid- 
der and the Government. We believe these rules and regulations are 
essential. The problem is not one of changing these rules, but, rather, 
assuring the use of this excellent method of procurement in situations 
where its use is appropriate. 


CRITERIA FOR EFFECTIVE USE OF FORMAL ADVERTISING 


We have now reached the point where we can discuss the condi- 
tions under which formal advertising can be utilized effectively. 

There is no disagreement on what the basic prerequisites for formal 
advertising are. ‘These criteria are: 

(1) A complete, adequate, and realistic specification or pur- 
chase description must be available. 

(2) There must be two or more suppliers available, willing and 
able to compete effectively for the Government’s business. 

(3) The selection of the successful bidder can be made on 
the basis of price alone, the evaluation of which we have just 
described. 

(4) There must be sufficient time to prepare a complete state- 
ment of the Government’s needs and the terms upon which it will 
do business, and to carry out the administrative procedures which 
we described earlier. 

Formal advertising is an excellent method of procurement when 
these criteria are met. When any one of these essentials cannot be 
satisfied, it is a completely ineffective method of procurement. Some- 
one once likened these criteria to a four-legged stool. Remove one 
leg and the stool is ineffective. To appreciate more fully the problem 
of formal advertising, let us look into these criteria in a little more 
detail. 

SPECIFICATIONS 


The necessity for definite specifications is obviously one of the 
most fundamental criteria for Remsal advertising. A sufficiently de- 
tailed and complete description of what the Government intends to 
buy is essential. All bidders must understand what is being bought, 
without need for further clarification, in order that the product offered 
will comply with the specifications and will fulfill the Government’s 
need. 

Thus, any critical dimensions must be gen out in detail. Any 
necessary quality requirements must be fully described. At the same 
time, however, we must avoid imposing unnecessary conditions which 
would result in disqualifying an otherwise acceptable product because 
it fails to meet the unessential condition. 

In short, it is imperative that the essential features of the contem- 
plated contract be spelled out in the invitation for bids so that all 
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prospective suppliers may compete on an equal basis. In practice,this 
is a most difficult requirement to meet. 

The real problem in writing specifications for technical items (and 
to a lesser extent for standard items) which are suitable and adequate 
for use in a formal advertising is to convey a complete understandin 
of what.is required. The same word or expression 1s subject to varying 
interpretations by different people. 

The prospective bidder in formal advertising will invariably inter- 
pret the specification requirement to his own advantage. It is essen- 
tial that: he do this, otherwise he will lose out in the fierce price com- 

tition, A specification is essentially the transfer of knowledge 

tween minds. Each mind will test the words of a specification 
against his own experience. In formal advertising, the prospective 
bidder must make his own interpretations in advance with no assist- 
ance from the Government. The implication of this situation when 
buying complicated technical material by formal advertising requires 
no further elaboration. 

Thus, specifications for use in formal advertising must be much 
more precise than in the case of negotiation. This is so because in 
advertised procurement there can be no opportunity after the openin 
of bids to discuss various possible interpretations to be sure of sisateal 
agreement, as there is in negotiated procurements. 

Also, because competition in formal advertising is limited to price 
alone, bidders are likely to offer the minimum quality item which 
will be responsive. This means that the specifications must be imper- 
vious to any corner cutting by bidders which might result in the Gov- 
ernment getting an inferior product. 

Apart from drafting difficulties, the requirement of complete de- 
scription in advance results in certain significant disadvantages which 
are inherent in formal advertising. One such disadvantage is that 
it tends to preclude utilizing the up-to-the-minute know-how available 
in industry. The man who has developed and bid on an article which 
might better meet the Government’s needs, and even less expensively, 
will find his bid rejected if some essential requirement of the Govern- 
ment specification is not met. 

Closely allied with this problem is yet another inherent limitation 
of formal advertising: It simply cannot be used when we can only 
describe what we need in a general way, but need the know-how of 
American industry to propose a detailed solution of our requirement. 
It is inconsistent with the spirit of advertised bidding, and has been 
declared improper by the Comptroller General, to draft an invita- 
tion for bids which in effect would allow individual bidders to draft 
their own specifications. 

There were, in fiscal year 1959, over 6,500 cases where the negotia- 
tion authority of exception 10 was used solely because it was impos- 
sible to draft adequate specficiations or an adequate description for 
use in an invitation for bids. 

But, even assuming that the initial hurdle of definitive specifica- 
tions has been declared, there are other problem areas peculiar to 
advertised procurement. 

One area which presents considerable difficulty in practice stems 
from the inflexible requirements that all bids must conform to all the 
essential provisions of the invitation, and that no bidder may be 
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allowed to vary his bid after bid opening. Once the sealed bids have 
been publicly opened and disclosed, there is no further opportunity 
for discussion between bidders and Government procurement officials 
looking toward reaching mutual understanding on any basis other 
than that set forth in the respective bids. 

These rules are, of course, based on principles of fairplay: that 
the contract awarded must be the same contract that would have 
resulted from an award to any other bidder, and that no bidder may 
be allowed “two bites at the apple.” 

Formal advertising as a method of procurement is almost entirely 
a creature of Government. This, in all probability, accounts for the 
fact that, even though it has been used in our Government for over 
150 years, there is in the business community at large an amazing 
lack of knowledge of its procedures and requirements. This is true 
with large and small business alike. 

Therefore, all too frequently we see a bidder attempt to protect 
himself against a possible adverse interpretation of a specification 
which he is not prepared to meet, or to take exception to some mate- 
rial but relatively insignificant provision in the contract, only to 
learn that the contracting officer must reject his bid as “nonresponsive.” 
He cannot even allow the bidder to waive his exception. 

More often than not, a few minutes’ negotiation would have ironed 
out the problem. The result is a loss to all concerned: to the bidder, 
who has had nothing but a meaningless exercise for his trouble and 
expense—to the taxpayers who have lost the benefit of the lowest 
price, as well as the time and administrative expense involved in 
answering protests and attempting to explain what happened to the 
disappointed bidder. The necessary asta of this phase of formal 
advertising is perhaps its biggest disadvantage. 

This, then, is what is meant when we say that a complete, adequate, 
and realistic specification is absolutely essential for formal adver- 
tising to be effective. Such specifications are, or can be made, avail- 
able for most consumer goods, services, construction work, and cer- 
tain military supplies where changes in technology are not rapid. 
The Department of Defense buys such materials and services through 
formal advertising. 

However, as was pointed out in our first presentation, the vast 
preponderance of our procurement dollars is in research and develop- 
ment and in areas of such rapidly changing technology as missiles, 
aircraft, electronics, naval vessels, tanks, or other weapons. The lack 
of firm specifications and the necessity for utilizing rapidly advancing 
industrial techniques and invention in contracting for such weapons 
make procurement by formal advertising impossible. To attempt 
to formally advertise in these areas would be foolhardy. To do so 
would require that designs be frozen, that extensive time be devoted 
to the development and preparation, of detailed specifications, with 
the result that we would be buying outmoded weapons. 


AVAILABILITY OF SUPPLIERS 


The second of the criteria for formal advertising to be effective, 
and which limits its greater use, is the availability of suppliers who 
are both willing and able to compete effectively for Government busi- 
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ness. This is an obvious requirement, for competition can be obtained 
under formal advertising only by a willingness and the ability on 
the part of industry to compete actively on a price basis. 

In this connection, we know that there are situations in which 
formal advertising would not necessarily result in the lowest possible 
price being paid by the Government. 

For example, take the case of an experienced supplier who has been 
producing a certain item, and who has developed an efficient method 
of production for that item. This supplier has long since absorbed 
starting costs and learning costs. However, there may be newcomers 
in the field who are attempting to compete with him for the Govern- 
ment business. The prices offered by newcomers will necessarily re- 
flect a factor to cover their learning and tooling costs. Being aware 
of this—and firms know their competitors—the experienced supplier 
can take advantage of the situation by not lowering his bid by the 
full amount of his reduced costs, but rather, lowering his bid just 
enough to assure himself of being the lowest bidder. 

As a result, he would increase his profit, and the Government would 
not get the benefit of the lowest possible price. In this type of situ- 
ation, formal advertising does not further the Government’s interest. 
Competitive negotiation should be and is used in this type of case. 


COMPETITION BASED ON PRICE ALONE 


The third criterion which must be present to permit the effective 
use of formal advertising is that selection of the successful bidder 
ean be based on price alone. This significantly limits the potential 
of this method. Formal advertising, by its nature, can result only 
in a fixed-price type of contract. This prevents the use of various 
types of contracts which can be “tailormade” to fit individual situ- 
ations. 

The sole exception is a fixed-price contract with an escalation clause 
to cover certain specific and limited eventualities. Formal advertis- 
ing simply cannot be used where the situation dictates employment 
of an incentive-type contract, or where the nature of the undertaking 
is new or so incapable of precise definition that a fixed-price contract 
would be speculative at best. 

The Government’s interests in such cases must be protected by the 
use of flexible pricing contracts and techniques which can eliminate 
contingencies and at the same time provide incentives for reducing 
costs. 

Furthermore, award to a contractor on the basis of price alone re- 
sults in the Goverment’s getting only the minimum quality goods 
which meet the specifications. Under formal advertising, award can- 
not be made to a bidder who offers a better all-around value for a 
slight increase in price. 

SUFFICIENT TIME 


The final practical limitation on the use of formal advertising in- 
volves the element of time. To permit effective use of formal adver- 
tising, the situation must allow for adequate time to carry out the 
mechanical process of advertising. 

As we mentioned earlier, some of the necessary but frequently time- 
consuming steps are: painstaking preparation of the invitations for 
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bids; allowance of adequate time for publicity and preparation of 
bids; evaluation of the bids received, which in many instances can be 
a difficult and time-consuming task in itself, and the checking of the 
responsibility of the lowest responsive bidder. If the exigencies of 
the particular situation preclude the proper carrying out of these 
steps, formal advertising cannot be and is not used. 


ErrecTIvE PRocuREMENT WHEN Format ADVERTISING CRITERIA 
Cannot Be Mer 


In view of the criteria just discussed, one might ask what can be 
done and what, in fact, do we do, when any one of these criteria for 
effective use of formal advertising cannot be satisfied. 

The answer is we negotiate. As was pointed out in the previous 
presentation concerning the historical development on our two pro- 
curement methods, Congress has not been unaware of these procure- 
ment problems and has taken definitive action to resolve them. In 
fact, most of the present 17 exceptions authorizing negotiations origi- 
nated years ago because of the difficulties that we experienced when 
these criteria for formal advertising could not be met. 

Thus, when specifications adequate for formal advertising cannot 
be made available, Congress has authorized and we use exception 10. 
Where sufficient suppliers, willing and able to compete effectively for 
defense business, are not available, negotiation is the only effective 
method of procurement. 

Examples of this may be seen in exception 8 under which brand 
name articles for resale are purchased, in exception 13 under which 
the standardized equipment of certain manufacturers is bought, and in 
exception 14 under which technical equipment, requiring a substantial 
initial investment or an extended period of preparation for manufac- 
ture, is procured. 

Similarly, where award of a contract cannot be made on the basis 
of price alone, as in procurement of personal and professional serv- 
ices or research and development work, we negotiate. For example, 
for personal and professional services, we use the authority of ex- 
ception 4 and, for research and development work, we use exceptions 
lor 11, as explained earlier. 

Again, during war or other national emergency, when time is so 
important, we are authorized and do negotiate under exception 1; 
moreover, in times of peace, when the urgency of the requirement 
would be defeated by the delay incident to formal advertising, Con- 
gress has authorized negotiation under exception 2. 

Additionally, Congress recognized that it was contrary to the Gov- 
ernment’s interest to incur the substantial administrative costs of 
formal advertising for low dollar value procurements and, therefore, 
authorized the negotiation of all small purchases under exception 3. 

After all, our goal is to make the soundest and most economical 
procurement possible. Neither formal advertising nor negotiation 
is an end in itself. Rather, they are the methods by which we seek 
to achieve this goal. As we have pointed out, when the criteria for 
effective use of formal advertising are present, this method of procure- 
ment is an excellent means of attaining our objective; when they are 
not present, however, the means of achieving that end are to be found 
m negotiation. 
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In sum, our goal can be achieved in any procurement only by an 
intelligent and discriminating selection of. that method of procure- 
ment which the particular circumstances at hand dictate. 

Mr. Bannerman. That completes the statement, Mr. Chairman. 

Senator THurmonp. Thank you very much. 

Weare going to take a recess now until 2: 30. 

Who is your next witness? 

Mr. BanNeRMAN. Our next one will be Mr. Phelan. We will be 
alternating. 

Senator Tuurmonp. If you will be back here ready to go at 2:30, 

Mr. BANNERMAN. Yes, sir. 

Senator THurmonp. Thank you. 

We will stand in recess until that time. 

(Whereupon, at 12:55 p.m., the hearing was recessed to reconvene 
at 2:30 p.m.) 

AFTERNOON SESSION 


(The subcommittee reconvened, after the luncheon recess, at 2:30 
— 7 room 212, Senate Office Building. Senator Thurmond (pre- 
siding). 

Senator THurmonp. The subcommittee will come to order 

Mr. Bannerman, you may present your next witness. 

Mr. Bannerman. Thank you. 

Mr. Phelan will present the paper on specifications. 


STATEMENT OF PERKINS McGUIRE, ASSISTANT SECRETARY OF 
DEFENSE (SUPPLY AND LOGISTICS); ACCOMPANIED BY G. ¢. 
BANNERMAN, JOHN J. PHELAN, J. NASH, AND COMDR. J. M. 
MALLOY—Resumed 


SPECIFICATIONS 


Mr. Pueian. Several references have been made to specifications 
in the course of these presentations. We discussed them first in con- 
nection with the authority to negotiate under exception 10. Secondly, 
in the preceding presentation, we pointed out the importance of speci- 
fications to the effective use of the formal advertising method of pro- 
curement. In both instances, however, the treatment or discussion of 
specifications. was incidental to the explanation of some other basic 
matter. 

Now, we feel, it is time to take a more direct look at specifications, to 
see where they come from, what kinds there are, how they affect com- 
petition, and how they are used in defense procurement. 

Before any invitation for bids or request for proposals can be is- 
sued, or any contract made, we have to define what the item or serv- 
ice is that we need—in other words, what is the subject matter of the 
procurement. 

The definitive or descriptive words identifying this subject matter, 
we call specifications. This identification of what we want, therefore, 
is the heart of each procurement. It;is the basis upon which bids 
are made, proposals are offered, negotiations are conducted, and our 
contracts are made. In using specifications, we have two purposes to 
achieve: first, to specify our requirements for (a) an item, material, 
process, or service, and (b) its preservation, packaging, packing, and 
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marking; and second, to establish criteria by which the Government 
will determine whether these contract requirements have been met. — 

At the beginuning, it would be helpfui to point out where our speci- 
fieations come from and what kinds of specifications we have. Some 
mention of these preliminary matters would afford a background for 
some of the specific matters that will come up later on. 


ORIGIN OF SPECIFICATIONS 


At the head of our specification series, we have what are called 
Federal specifications and coordinated Military specifications. The 
former are coordinated and issued by the General Services Adminis- 
tration; the latter are approved for use by the Department of Defense. 

They may be explained as follows: 

1. Federal specifications. These cover materials, products, or serv- 
ices used by at least two Federal agencies (at least one of which is 
civilian) or new items of general application. A Federal specifica- 
tion, When published, supersedes all antecedent specifications for the 
same material, product, or service, and its use is mandatory, where 
applicable. 

2. Coordinated Military specifications (MIL). These are developed 
to cover materials, products, or services of primary interest to mili- 
tary activities. These specifications, when published, likewise super- 
cede all antecedent specifications for the same material, product, or 
service. Where applicable, their use is mandatory upon the military 
departments. 

These basic specifications generally are not applicable and we 
are not obligated to use them when, for example, our purchase is a 
one-time procurement, or is not in excess of $2,500, when we are pur- 
chasing for authorized resale, or when the purchase is of items for 
test or evaluation or is incident to research and development. 

When it is determined, in accordance with procedures established 
by the Assistant Secretary of Defense (Supply and Logistics) under 
the Defense standardization program, that neither Federal nor coor- 
dinated military specifications meet our essential need in a given case, 
we can use either an interim Federal specification or a limited coor- 
dinated military specification. 

A brief identification of these follows: 

1. An interim Federal specification is prepared and issued by a 
single agency. It is intended for final processing as either a new or 
revised Federal specification. Other agencies have the option to use 
it before it is completely coordinated and promulgated as a Federal 
specification. 

2. A limited coordinated Military specification is issued by a mili- 
tary department to cover items in which it only has an interest or to 
satisfy an immediate procurement need. 

Moreover, where no applicable detailed specification exists, purchase 
descriptions may be used. A purchase description sets forth the 
essential characteristics and functions of the item desired. In the case 
of services, it outlines to the greatest degree practicable the specific 
services we want the contractor to perform. 

The minimum acceptable purchase description is the identification 
of a requirement by use of a brand name followed by the words “or 
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equal.” We use this only as a last resort when a more detailed deserip. 
tion cannot feasibly be made available in time for the procurement at 
hand—and, when we can, we indicate more than one brand. ; 

The words “or equal” are not added, of course, 
ticular product will meet the essential needs of the Government, as 
where, for example, the item can only be procured from one source, or 
the item is being purchased for resale and only the particular brand 
meets the demands of the patrons of the retail activity. 

We also get specifications from our contractors. In contracts for 
the development of weapons, it is the responsibility of the contractor 
under the performance specification to develop the necessary detailed 
design specifications. We will go into this in a later presentation 
dealing with weapon systems. 

Most specifications, besides being classified on the basis of origin 
and coordination, are generally placed in one or the other of the two 
categories of specifications we wish to discuss next. 


when only a par- 


DESIGN AND PERFORMANCE OF SPECIFICATIONS 


A design specification spells out in detail the materials to be used, 
their size and shape, and how the item is to be fabricated and con- 
structed. It provides a completely defined item, capable of manu- 
facture by any competent manufacturer in the industry. 

Performance specifications, however, express our requirements in 
such terms as capacity, function, or operation of equipments. In this 
type of specification, the details of fonigts: fabrication, and internal 
structure are left to the option of the contractor, except that certain 
feaures or parts may specifically be required. 

It should be understood, however, that rarely is either of these two 
extremes achieved. Practically speaking, almost never is a specifica- 
tion either a 100 percent design specification on the one hand, or com- 
pletely a performance specification on the other. Actually, nearly 
every specification contains some elements of both types. Our char- 
acterization of a specification as “design” or ene, therefore, 
merely reflects whichever type, design, or performance, predominates. 

Whatever kind of specification may be used in a procurement, in- 
cluding plans, drawings, or purchase descriptions, it is made available 
to all potential suppliers. ASPR 1-305.3 requires that invitations for 
bids and requests for proposals be accompanied, wherever practicable, 
by all applicable specifications, and, where impracticable, that the 
exact locations where they may be obtained or examined be clearly 
specified. ; 

This requirement that all applicable specifications be made available 
to all interested potential sources, is an important element of our basic 
specification policy. 

SPECIFICATION POLICY 


Our specification policy is twofold. It is to state only our actual 
minimum need and to describe what we need so as to stimulate maxi- 
mum competition. 

The first precept seems self-explanatory. What it means is that the 
specification must describe what is required, not what may be desired. 

he second precept is to use the kind of specification that will generate 
maximum competition. 
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For example, there are occasions when the use of a design specifica- 
tion will accomplish this result as, for instance, where the item was 
developed for the Government and can be exactly reproduced by any 
capable manufacturer without further development. On other occa- 
sions, the use of performance specifications may better assure competi- 
tion being obtained, as for instance, where the Government require- 
ment can be met by any one of a number of commercially designed and 
available products. 

But, as we noted earlier, there are some instances when competition 
ig just not available as, for example, where only one source exists, or 
where only a particular brand name item will meet the Government’s 
requirement. 

Let us examine briefly what the circumstances are which enable 
either the design or the performance specification to stimulate 
competition in a given case. 

Some products, such as specialized military electronic equipment, 
are not available on the commercial market. Such equipment is 
specially developed and designed for military use, frequently a time- 
consuming process. ‘Thereafter, when we wish to buy such equipment 
in quantity, we use a design specification to tell competent prospec- 
tive contractors precisely how the item should be made. This makes 
it possible to avoid duplication of development time, permits wide 
competition by firms which do not have the scientific or engineering 
stafis to do the development, and results in the delivery to the Gov- 
ernment of relatively standardized equipment from various suppliers. 

On the other hand, many items of equipment, such as tractors, earth- 
moving equipment, laundry equipment, and so forth, are available on 
the commercial market. Such items are commercially designed and 
each manufacturer’s design differs markedly from his competitor’s. 
Each manufacturer is tooled up to make equipment to his own design 
and it would be very expensive to require him to construct equipment 
to some competitor’s or to Government design. 

In these cases, we use performance specifications so that competition 
can be obtained from every firm which regularly makes a suitable 
commercial product. Such a specification fosters competition in these 
situations and avoids the favoritism which would occur if we adopted 
one company’s design or a Government design which was more nearly 
like the design of one company than of others. Such a specification 
also avoids special retooling and production starting costs and, hence, 
results in lower prices to the Government. 

Performance specifications frequently are also used when no suitable 
commercial item is available and when there is no standardized 
Government design. In such cases where, in the opinion of the 
buying activity, the design problem is well within the capabilities of 
a number of competent firms having design staffs, uibehies will be 
made against a performance specification and the design details left to 
the contractor. 

In this way it is possible to get competition for items of specialized 
military usage but such competition is necessarily confined to firms 
which are competent to design and build equipment meeting the mili- 
tary performance requirement. 

It is also obvious that our research and development contracts are 
performed against what are basically performance specifications. 
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It is pertinent at this point to mention two sections of S. 500... The 
first is section 4(b), which would repeal 10 U.S.C. 2305(b) known 
as the Spence rider to the Small Business Act Amendments of 1955, 
The repeal of this provision we consider desirable, because it over- 
stresses the use of detailed design specifications. Accordingly, the 
Department has supported section 4(b) of S. 500. 

The other section is 4(f), which would add a new subsection (e) 
to 10 U.S.C. 2305 expressing a strong preference for performance 
specifications. In commenting on this section, the Department pointed 
out, as we have done here, that there are occasions when design spee- 
ifications, performance specifications, or, a combination of both types, 
best serve the interests of the Government. 

Therefore the Department has recommended substitute language 
which would authorize the use of design specifications, perform- 
ance specifications, or a combination of both, as appropriate. 


ITEMS DEVELOPED BY PRIVATE INDUSTRY 


Up to this point, our discussion has related.to the problem of usin 
the kind of specification which will best stimulate competition. What 
about the case of a new item developed by a single private firm at 
its own expense? What are the problems we encounter when we 
have need to purchase such an item ¢ 

First, there is no way of purchasing this item we need from 
other than the developer since we do not have the specifications and 
drawings for the product. What are the possibilities of buying 
them? When a manufacturer has developed a product at his own 
expense, he has the right, if he so desires, not to sell the specifica- 
tions and drawings. 

We could, of course, negotiate for the acquisition of the specifica- 
tions and drawings with an unlimited right to use such data. 

Normally, however, we would not do so, unless the developer's 
productive capacity were inadequate for our present or mobilization 
requirements. In many instances, a manufacturer who desired to 
protect his exclusive manufacturing position would insist on a price 
that was prohibitive, even assuming he were willing to consider sell- 
ing the specifications and drawings. 

There are fuor alternatives which we could take: 

(a) To adopt a firm policy of not buying the product from a firm 
unless it furnishes all specifications, including a set of manufactur- 
ing drawings, and a grant to the Government of the right to use such 
drawings for competitive procurement, even though the item was de- 
veloped by the firm at its own expense ; or 

(6) To develop a performance specification ; or 

(c) To develop a design specification ; or 

(d) To negotiate the purchase with the developer of the item under 
the authority of exception 10 for the reason that it is impracticable 
to obtain competition. 

We do not subscribe to the first alternative. We believe that adop- 
tion of such a policy, even where the product is a standard commer- 
cial item, is unjustifiable unless reasonable compensation is paid, 
including the value of the drawings, reimbursement of the research 
and engineering involved, and the loss of profits. We might not be 
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able to afford to pay such compensation, and even if we could, it might 
be uneconomical to do so because our future requirements of the 
roduct might be insufficient to amortize the cost. 

However, the practical results of such a policy would be that a 
firm would either refuse to do business with the Government on such 
terms or might be compelled, under the economic duress of needing 
immediate business, to sell its drawings at less than true value. T his 
would create industrial ill will and would retard industrial ingenuity 
and inventiveness, particularly among small or financially weak com- 
panies. The larger companies would protect themselves by refusing 
to contract on this basis. Many small businesses have been founded 
and grown to become big business on the basis of a preferred com- 
petitive position due to patents, trade secrets, or other know-how. 

The second alternative, the use of performance specifications, may be 
unsatisfactory. Publishing of a performance specification requires 
new design and development work by all firms except those which have 
previously. developed a suitable design. Hence, the use of a perform- 
ance specification, which, in itself, consumes many scarce engineering 

man-hours to develop, will net provide a new source where the produet 
is urgently needed and the design time required is extensive. 

Thus, the use of a performance specification does not assure timely 
availability of an item which will meet the specification unless, as we 

ointed out earlier, such item is already in existence. 

The third alternative, developing a design specification, is often 
impracticable. ‘Such developments, to meet our known needs, are in 
constant progress. Our reservoir of engineers for conducting this 
work is, as we all know, extremely limited. Moreov er, with s@much 
development to be done, it is questionable whether this talent should 
be used to parallel developments which have already been successfully 
accomplished by industry. 

In addition, for military reasons, we should not be deprived of the 
use of items pr rivately developed by industry pending the development 
of a Government design which may take a number of years to 
accomplish. 

It might be asked whether the best way to develop a Government 
design specific ation might not be to reverse-engineer the developer’s 
available design. We occasionally do this on relativ ely simple devices 
where there is evidence that the prices we are being charged are 
unreasonable. 

Apart from the discouraging impact of such a practice on private 
research and development w ork and resulting private invention and 
innovation, reverse engineering is not easy to do. Where complicated 
equipment with precise tolerances, specialized treatment of materials, 
or critical manufacturing procedures, are involved, it is very difficult, 
time consuming, and sometimes, even impossible. Here again, many 
man-hours of scarce technical talent would be expended merely to 
duplicate development results which already have been achieved. 

The fourth and last alternative, we believe, illustrates the normal 

way Congress intended the negotiation authority which it enacted in 
U.S.C. 2304(a) (10) to be employed. As pointed out m an earlier 
presentation, exception 10 authorizes the negotiation of purchases and 
contracts “for which it is impracticable to obtain competition.” 
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The procurement of an item from its developer, where the item js 
needed by the Government and no commercial or military substitute 
presently exists, is a normal exercise of this negotiation authority, 


ITEMS DEVELOPED UNDER DEFENSE CONTRACTS 


There remains one further aspect of this subject to consider. This is 
the specification problem involved in items developed under our con- 
tracts. Since this will be treated in detail in a following presentation 
dealing with weapon systems, we merely mention it briefly at this time. 

In weapon systems, where advanced technology is constantly pushing 
the frontiers of science beyond the existing state of the art, the specifi- 
cations involved are, obviously, of the performance type. They de- 
lineate performance goals to be achieved; namely, speed, range, pay- 
load—in sum, military effectiveness. ‘ 

Other important considerations involved are personnel capability to 
operate and maintain the weapon and the reliability of its function. 
Out of the efforts of the contractors and subcontractors involved will 
come detailed design specifications to permit manufacture of the 
weapon with the capabilities needed. 

This concludes our discussion of specifications. It is a highly com- 
plicated subject. We have tried to simplify it, to explain our policies, 
and to point out some of the problems which confront us, 

Moreover, we wish to say that the current Department of Defense 
program for establishing specifications suitable for procurement. is 
based on the concept of Soadedine our sources of supply. The de- 
fense standardization program under which military specifications are 
prepared and maintained requires, as a matter of policy, that the 
specifications define characteristics or performance requirements of 
items manufactured or capable of being manufactured or supplied 
from multiple sources. 

Further, as a matter of practice, wherever possible, specifications 
cover items capable of being manufactured with the tooling in exist- 
ence in the industries at that time. Occasionally, where a specification 
is required for a sole-source item, specifications contain adequate data 
to permit the initiation of other manufacturing sources. Accordingly, 
the military specification program is designed to promote the broadest 
possible number of sources of items required by the DOD. 

We have an active program scheduled through 1964 to promote the 
development of these specifications, and our operations are proceeding 
as rapidly as possible in accordance with our resources available for 
this purpose. 

Mr. Bannerman. Mr. Chairman, that is the end of our presentation 
on specifications. 

I think there is one thing we meant to say and did not say in that 
paper that I would like to supplement by just a very brief statement 
at this time. That is, that it is our policy in all situations where 
we have development work done under Department of Defense con- 
tracts—so that we are paying for the development—to get detailed 
manufacturing data, desi ata, as an end product under the con- 
tract. So that wherever the product is developed for us we are getting 
the information necessary to have the product made, not only by the 
original manufacturer but, insofar as the data are concerned, by others. 

hat is all. 
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Senator THurmonp. Thank you very much. 

Further on as the hearings go in the future, we will have more 
questions to ask. I do not intend to ask any right at this moment on 
this particular point. 

What is your next subject ? 

Mr. BANNERMAN. The next subject is Types of Contracts, and Com- 
mander Malloy will present that. 

Senator THurMonpD. Let us take 5 minutes before we go into that. 

(Short recess taken. ) 

Senator THurMoND. The next subject to be taken up is Types of 
Contracts. You may proceed. 


Types or ConTRACTS 


Commander Matuioy. .We would like to take up now another im- 
portant subject, the types of contracts we use in defense procurement. 
We will discuss, as briefly as the subject matter permits, our most im- 
portant contract types. 

The term “type of contract” has different meanings. It is used, in 
one sense, to indicate differences in form and structure. Examples 
are letter contracts, purchase orders, and indefinite delivery type 
contracts. ‘The term has also been used to indicate the end purpose 
of contracts, such as research, supply, construction, or ship repair. 
Finally, it is used to distinguish significantly different. compensation 
arrangements as in fixed-price, incentive, or cost-plus-a-fixed-fee con- 
tracts. 

It is in the sense of this last meaning that we will discuss the sub- 
ject of types of contracts. 

The complexity of military procurement during and since World 
War II demanded and stimulated the development of types of con- 
tracts having greater flexibility than the standard fixed-price con- 
tracts generally in prior use. ‘The success is evidenced by the variety 
of contract types now available for use. Yet, it would be easy, by 
thinking too much in terms of the number of new contract. types 
developed, to overlook the importance of another factor essential to 
achieving good contracts. This is the skill of the contracting officer 
and negotiator in negotiating. 

While the availability of more suitable contract types greatly en- 
hances the possibility of negotiating successful contracts, none is self- 
executing nor an end in itself, .They must be carefully selected and 
negotiated. Use of a particular contract type in an individual pric- 
ing situation that. it was not designed to meet. would not produce the 
result desired. However, when the type of contract. appropriate to 
the circumstances at. hand is properly selected and skil bully negoti- 
ated, we have greater assurance of a successful contract. 

Initially, we should point out that in contracts made by formal 
advertising, only the fixed-price contract, with or without provision 
for escalation, may be used. Other types of contracts cannot be made 
by formal advertising because, under compensation arrangements that 
are flexible in nature, it is impossible to say at the outset who the 
low bidder is within the meaning of 10 U.S.C. 2305(c). 

In connection with negotiated procurement, the Secretary of each 
military department is authorized, subject to certain exceptions, to 
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“make any contract that he considers will promote the best interests 
of the United States” (10 U.S.C. 2306(a)). The one type of contract 
that may not be used is the cost-plus-a-percentage-of-cost contract, 
Subject to this prohibition, the possible combinations and variations 
in the types of contracts that may be used are limited only by our own 
imaginations. 

ASPR defines and describes our types of contracts, the areas of 
appropriate application for each, policies and considerations govern- 
ing their selection, and conditions imposed on their use. 

We have divided our approved types of contracts into four cate- 
gories : 

1. Fixed-price contracts; 

2. Cost-reimbursement contracts ; 

3. Special incentive contracts; and 

4. Special-purpose contracts. 

Before we start discussing these various contract types, let us run 
down quickly some of the factors that must be considered before an 
intelligent decision may be made as to the appropriate contract to 
be used : 

1. The type and complexity of the item ; 

2. The urgency of the requirement ; 

3. The period of contract performance and the length of the pro- 
duction run; 

4. The degree of competition present ; 

5. The difficulty of estimating performance costs due to such factors 
as the lack of firm specifications, the lack of production experience, 
or the instability of design ; 

6. The availability of comparative cost data, or lack of firm market 
prices or wage levels; 

7. Prior experience with the contractor ; 

8. The extent and nature of subcontracting contemplated ; 

9. The assumption of business risk ; 

10. The technical capability and financial responsibility of the con- 
tractor; and 

11. The administrative cost to both parties. 

As you know, the selection of the contract type is generally a matter 
for negotiation with the contractor. The proper selection and negoti- 
ation of the appropriate type is of prime importance in obtaining fair 
and reasonable prices. Type of contract and pricing are interrelated 
and, therefore, are considered together in negotiation. Through con- 

sideration of the factors we referred to, we seek to achieve our primary 
objective in each procurement; namely, to negotiate the type of con- 
tract and price which include a reasonablea mount of risk to the con- 
tractor while at the same time providing him with the greatest in- 
centive for efficient and economical performance. 


FIRM FIXED-PRICE CONTRACT 


Our first type of contract is firm fixed-price contract. This is the 
basic type of contract for defense procurement. We prefer it over all 
others. As noted earlier, in formally advertised procurements, the 
firm fixed-price contract, with or without provision for escalation, is 
the only type that may be used. In negotiated procurements, ASPR 


of a 


— Te 


i le el ee 


PROCUREMENT STUDY 81 


directs that it be used unless, under the attendant circumstances, use 
of another type is more appropriate. 

The firm fixed-price contract, as the name implies, is an agreement 
by the contractor to furnish designated supplies or services at a speci- 
fied price which is not subject to adjustment in the light of performance 
costs. In its basic form, the firm fixed-price contract carries the 

atest risk and offers the greatest possibility of profit or loss of any 
type of contract. The contractor cannot collect more than the agreed 
fixed price but is entitled to receive the full amount of the fixed price, 
magialees of his actual performance costs. This type of contract is 
best suited for procurements where reasonably definite specifications 
are available, price competition exists, production experience is pres- 
ent, and costs can be predicted with reasonable certainty. 

Since this type of contract provides fundamentally for a simple 
exchange of a specified sum of money for a specified item, it is the 
easiest and least costly of all contract types to administer. Examples 
of items for which we use this contract are standard commercial items, 
modified commercial items, or military items for which adequate 
information on production and cost is available. 

With respect to procurements in excess of $10,000 in fiscal year 
1959, 32.8 percent of our procurement dollars were obligated under 
firm fixed-price contracts, and accounted for 72.4 percent of the total 
of such procurement actions. 


FIXED-PRICE CONTRACT WITH ESCALATION 


Because the firm fixed-price contract provides for the future de- 
livery of suplies or services at a price fixed at the time the contract 
is executed contractors often seek to protect themselves against vari- 
ous future contingencies by including allowances therefor in the price. 
This naturally occurs, for example, where serious doubt exists as to 
the stability of market and labor conditions over which the contractor 
has no control and where these contingencies are expected to continue 
during an extended period of performance. 

To accommodate this situation, the fixed-price contract: with escala- 
tion provisions has been developed to provide for the upward and 
downward revision of the stated contract price upon the actual oc- 
currence of certain specified contingencies. When such contingeney 
areas can be identified, we find that it is good commonsense for the 
Government. to assume the risk of these contingencies occuring 
rather than to include an allowance for such contingencies in the 
price, which the contractor would retain whether or not the contin- 
gency materialized. 

ASPR provides, therefore, that the firm fixed-price contract shall 
not be used when contingency allowances in a proposed contract price 
are considered unreasonable. Where use of escalation is agreed upon, 
permissible upward price adjustments are limited by establishment of 
a reasonable ceiling (not. to exceed 110 percent of the base price), and 
provisions are also included for downward adjustments of contract 
price in those instances where the prices or rates upon which the 
escalation is based fall below the base levels provided in the contract, 

In other words, such contracts provide for. payments by the Gov- 
ernment over and above the original fixed price upon the happening 
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of a specified contingency (such as the imposition of additional taxes, 
or an increase in a labor or material index). Conversely, they also 
provide for a reduction of the contract price in the event that the 
actual occurrence of the contingency reduces the cost of performin 
the contract. In this way, we pay for only what does happen, not 
what may happen. 

An example where this type of contract is frequently used is the 
procurement. of steel or coal, the prices of which are so directly af- 
fected by industrywide labor rates. 

With respect to procurements which exceeded $10,000 in fiscal year 
1959, 6.3 percent of our procurement dollars were obligated under 
fixed-price contracts with escalation and accounted for 3.2 percent 
of the total of such procurement actions. 

The remainder of the contract types which we will discuss, as noted 
earlier, cannot be used in formally advertised procurements. 


FIXED-PRICE CONTRACT PROVIDING FOR REDETERMINATION OF PRICE 


It sometimes happens that the lowest fixed price which the prospec- 
tive contractor is willing to accept is greater than the contracting 
officer is willing to obligate the Government to pay. For example, 
in the case of a comparatively new item, the uncertainties of aaa 
tion costs may be such that neither the Government nor the contractor 
can be assured that an initially negotiated price would remain valid 
through the life of the contract. 

Negotiation may bring out the further fact, however, that during 
performance a point will be reached when sufficient cost experience 
will have been attained so that a reasonable fixed price can then be 
negotiated. What is needed here, therefore, is a form of contract 
whereby the parties, in the light of the actual cost experience gained 
during partial production of the contract items, can take a second look 
at the reasonableness of the price initially negotiated. To meet this 
situation, the fixed-price contract providing for redetermination of 
price was developed. 

Under the fixed-price redeterminable-type contract, the parties ne- 
gotiate an initial fixed price based upon the best cost data or cost 
estimates they can develop. They then agree that at some specified 
point in performance under the contract—usually expressed either 
in terms of time or in percentage of performance—they will adjust 
the initially negotiated price based upon the experience gained in per- 
formance up to that point. It may be agreed that such price adjust- 
ments may be made upward with a ceiling or downward, or down- 
ward only ; furthermore, it may be agreed that the adjusted price may 
apply to past and future performance or to future performance only. 

On occasion, another type clause, providing for retroactive applica- 
tion of a price redetermined after completion of the contract may be 
used, but only when approved at high levels in each of the military 
departments. Such a contract may be used only when the amount 
involved is relatively small or the time for performance is relatively 
short, and, but for those special circumstances, a cost-reimbursement- 
type contract would ordinarily be used. 

The basis upon which the price redetermination is made depends, 
of course, upon the exact terms of the redetermination clause em- 
ployed. In general, the contractor is required, after the redeter- 
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mination point has been reached, to submit to the contracting officer 
a breakdown of costs actually incurred and an estimate of costs ex- 

ted to be incurred in the performance of the remainder of the 
contract, using for this purpose a prescribed Department of Defense 
form. 

On the basis of this and other information, such as a Government 
audit, which the contracting officer may request, or which may other- 
wise be available to him, the contract price is redetermined by agree- 
ment of both parties. It is the intent of this type of contract that the 
redetermined prices be fair and reasonable under all the cireum- 
stances both to the contractor and to the Government. 

In the negotiation of fair and reasonable redetermined prices, the 
contracting officer may take into account, as factors determining a 
reasonable profit allowance, any unwarranted delay on the part of 
the contractor in submitting his breakdown of costs incurred and his 
estimate of costs to be incurred at the time required by the contract, 
as well as the efficiency, economy, and ingenuity with which the con- 
tractor has performed the contract to the redetermination point. 

It is particularly important in this type of contract that the con- 
tractor’s skill and economy of performance be accorded full considera- 
tion in determining the ultimate allowance for profit, in order thereby 
to provide an incentive to the contractor to reduce the cost of 
performance. 

Price redeterminable contracts are suitable for use in varying 
degrees where: 

1. Adequate estimates of quantities of material and labor are not 
initially available ; 

2. Specifications adequate for a firm fixed-price contract are not 
initially available; 

3. Sound initial estimates of total cost of performance cannot be 
made ; 

4. Effective competition or other reasonable justification or price 
is not available; or 

5. The use of price redetermination would otherwise materially 
assist in effecting fair and reasonable pricing. 

We have placed definite limitations upon the use of redeterminable 
type contracts, and our contracting officers have been directed not to 
use them unless: 

1. It has been determined through negotiation that the particular 
price redetermination contract fulfills more completely than any other 
type of contract the requirements established by the conditions sur- 
rounding the procurement; 

2. There is, at the outset, sufficient pricing information available to 
negotiate a prospective fixed or target price; 

3. The initial price is substantially free of contingency allowances; 

4. A firm fixed-price can be established at a point substantially in 
advance of contract. completion (except as to the redetermination- 
after-completion type contract, which, as mentioned earlier, requires 
special approval) ; 

5. Reasonable assurance exists that contract price redetermination 
can be accomplished on a timely basis; 

6. The contractor’s accounting system is adequate for auditing for 
price redetermination purposes; and 
7. The cost of administration is not prohibitive. 
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With respect to procurements in excess of $10,000 in fiscal year 1959, 
4.7 percent of our procurement dollars were obligated under fixed. 
price redeterminable type contracts, and accounted for 3.6 percent of 
the total of such procurement actions. 


FIXED-PRICE INCENTIVE CONTRACT 


Another type of flexible-pricing contract is the fixed-price incentive 
contract. This type of contract provides for the initial negotiation 
of a target cost, a target profit, a ceiling price, and a final profit 
formula which allows the contractor to participate (usually in the 
range of 10 percent to 20 percent) in any savings resulting from his 
bettering of the target cost. Its objective is to give the contractor a 
built-in incentive to reduce his cost of performance e since his profit is 
increased thereby. 

The fixed-price incentive contract permits the contractor to make 
more dollars of profit if the actual cost of contract performance is 
less than the negotiated cost designated as the target. Conversely, it 
provides that the contractor will make fewer dollars of profit if actual 
costs are greater than the target. To this extent, such incentive con- 
tracts are similar in effect to the firm fixed-price contract. 

The difference, however, is that by the terms negotiated and writ- 
ten into the incentive contract, the Government and the contractor 
share in the difference between the target and actual costs, whereas, 
in the firm fixed-price contract the Government does not share in any 
savings the contractor may effect. 

In order to explain how this type of contract works, let us use an 
example, set forth in exhibit 9 (p. 92), where, to simplify the 
explanation, we will use figures which would be much less than nor- 
mally is the case. This type contract requires, first, that a realistic 
estimate be made of the cost of performing the contract. 

In our example, this is $100,000. To this amount (usually called 
the “firm target cost”) a reasonable allowance for profit (known as the 
target profit) is added. Here it is $8,500. The sum of these amounts, 
$108, 500, constitutes the base or target price, or, in other words, the 
price which the Government estimates would be fair and reasonable. 

A ceiling price which the final contract price cannot exceed is next 
determined. In our example this is $120,000. In addition, a profit 
formula, shown here as 80 percent. Government and 20 percent con- 
tractor, is agreed to, and a profit ceiling of $13,000 is established. 

If the final cost of performing the contract is exactly equal to the 
estimated target cost of $100,000, the contractor receives the target 
profit of $8,500. If the final cost is less than the target cost, the con- 
tractor shares in the cost saving on the basis of the prev iously negoti- 
ated percentages of 80 percent and 20 percent up to a maximum 
possible profit of $13,000; the contractor thereby benefits by receiving 
a larger profit, while the Government benefits by paying a lower total 
contr act price. 

If the final cost of performing the contract is greater than the tar- 
get cost of $100,000, the contractor’s profit is reduced by the previously 
negotiated percentages. If the final cost, is equal to the ceiling price 
of $120,000, the contractor makes no profit; and if it exceeds the 
ceiling price, he must absorb the excess. 
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Obviously, care must be exercised to keep the targets and ceiling 

rice as low as possible if the Government is to enjoy the advantages 
inherent in the incentive contract. For this reason, the incentive 
contract is used only where there is sufficient previous cost experience 
to make it possible to determine a realistic base or target price. 

In addition, the contractor’s accounting system must be adequate 
for price revision purposes and must permit satisfactory application 
of the price adjustment formula. Further, a sufficiently long period 
of performance is required in order to permit achievement of substan- 
tial cost reductions. 

Also shown in exhibit 9 are two situations: in one instance, the final 
cost is $92,000, giving the contractor a $10,100 profit and the Govern- 
ment a $102,100 price; in the other example, the final cost is $104,000 
resulting in the contractor obtaining a $7,700 profit and the Govern- 
ment a $111,700 price. 

We must remember that under our example, the ceiling cost to the 
Government was $120,000. Therefore, to emphasize what we said be- 
fore, if costs ran beyond this point, not only would the contractor 
not realize any profit, but he would also incur a loss. Furthermore, 
as the profit ceiling was established at $13,000, the contractor would 
share in cost savings only until the cost was reduced to $77,500, the 
point at which, under our formula, his profit would be $13,000. All 
savings below this point would accrue to the Government. 

The question is often asked, “Does not the fact that increased profit 
depends on producing for less than the target cost tend to cause pro- 
spective contractors to inflate their estimates?” ‘The answer, of course, 
is yes, but no more so under incentive type contracts than under any 
other. 

Our contracting officers must always analyze the estimated costs 
and proposed prices to learn all pertinent facts and negotiate upon 
the basis of what it should cost the prospective contractor to perform 
if it operated with reasonable economy and efficiency. Our purpose 
in this type of contract is to have the contractor spend money as if 
he were in a market dominated by vigorous price competition, to make 
all decisions in the light of a critical analysis of probable costs, and 
to keep false starts and changes to a minimum. The possibility of 
greater profit is an incentive to the contractor to produce for less than 
he believed possible and for less than was reasonably first estimated 
both by him and the Government. 

It is presently provided in 10 U.S.C. 2306(c) that no incentive con- 
tract may be made unless it is first determined that (a) the use of such 
type of contract is likely to be less costly than other types of contracts, 
or (6) that it is impractical to secure supplies or services of the kind or 
quality required without the use of such type of contract. 

Further, our contracting officers are required by law to make such 
determinations in writing. Moreover, a copy of the determination is 
sent to the General Accounting Office with a copy of the contract. 

In this connection, section 5(b) of S. 500 would eliminate the neces- 
sity of making this determination before any incentive contract, 
whether of the fixed-price or cost-reimbursement type, may be made. 
The Department favors this provision as relieving our contracting 
officers of an unnecessary administrative detail. 

For procurements in excess of $10,000 in fiscal year 1959, 15.3 per- 
cent of our dollars were obligated under fixed-price incentive con- 
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tracts and accounted for 5.4 percent of the total of such procurement 
actions. 


COST-REIMBURSEMENT TYPE CONTRACTS 


Our use of cost-reimbursement-type contracts, particularly the one 
we call the cost-plus-a-fixed-fee contract, has been increasing year 
by year. Since fiscal year 1952, when only 4.9 percent of our procure- 
ment actions in excess of $10,000 were of the cost-reimbursement-type 
contract, we have seen this percentage grow until in fiscal year 1959, 
15.4 percent of such procurement actions were of this type of con- 
tract. In dollars, the same is true. In fiscal year 1952, only 12.7 
percent of our defense procurement dollars were obligated by cost- 
reimbursement-type contracts; in fiscal year 1959, 40.9 percent of the 
dollars were so obligated. 

This trend is not one of choice, but of necessity, We are all aware 
of the rapid technological evolution which has taken, and is stil] 
taking place in advanced aircraft, missiles, and electronics. This evo- 
lution—one might almost say “revolution”—originates in science and 
results from ever-increasing emphasis upon research and develop- 
ment—an emphasis which treats research and development both as 
an end objective for which a contract is made and as a coobjective 
under a production contract. 

Where we are demanding tomorrow what was unheard of yester- 
day and where the passage between the two is filled with many un- 
knowns, the costs of performance cannot be estimated with reasonable 
accuracy. The various fixed-price types of contracts cannot meet our 
needs in this situation. Thus, in this period of expanded research and 
development effort, the increased use of cost-reimbursement-type con- 
tracts is both obvious and inevitable. 

Also, 10 U.S.C. 2306(c), which was referred to earlier, requires a 
determination of likely lesser costs or of impracticability of other 
types of contracts before any cost-reimbursement type contract may 
be made. As in connection with fixed-price incentive contracts, our 
contracting officers are also required to make these determinations in 
writing and to send a copy to the General Accounting Office together 
with a copy of the contract. 

Section 5(b) of S. 500 would eliminate the necessity for making 
such determinations before entering into cost-reimbursement type 
contracts for experimental, developmental, or research work. Since, 
as pointed out previously, the use of cost-reimbursement-type con- 
tracts for experimental, developmental, or research work is normally 
absolutely necessary, the Department of Defense favors enactment of 
section 5(b) of S. 500. If enacted, it would eliminate considerable 
paperwork which now accomplishes no real purpose. 

One more point before we proceed to discuss our particular types of 
cost-reimbursement contracts. It is essential that we direct attention 
to our standards and safeguards for determining the allowability and 
reasonableness of costs. To assist in administering our cost-reim- 
bursement contracts, we have recently issued a revised and greatly 
expanded set of contract cost principles. These principles will be in- 
corporated by reference in all cost-reimbursement contracts as the 
contractual basis for cost allowance and payment. 

All cost-reimbursement contracts are subjected to audit by our au- 
ditors and final payments are made on the basis of such audits. It 1s 
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equally essential, of course, that before any cost-reimbursement-type 
contract is made, the Government examine and determine that the 
cost accounting system of the proposed contractor is adequate for 
auditing purposes. Our cost principles form the background for these 
audits and provide guidance for the determination of questions con- 
cerning the allowability and reasonableness of costs. 

The subject of the reasonableness of costs is most important. Gen- 
erally, our cost principles provide that a cost is unreasonable, ‘and 
hence, unallowable, if 1t exceeds that which would be incurred by an 
ordinarily prudent firm in the conduct of a competitive business. We 
take particular care, however, in scrutinizing the reasonableness of 
specific costs of contractors in industries, or who are performing con- 
tracts in areas where effective competitive restraints are lacking. 

One of our tests here is what a prudent businessman would do in 
the circumstances, considering his responsibilities to the owners of 
the business, his customers, the Government, and the public at large. 
Thus, it may be seen that we attempt to follow industry or area pat- 
terns rather than to lead them. Inasmuch as all cost-reimbursement- 
type contracts represented, in fiscal year 1959, is only about 2 percent 
of the gross national product, we do not feel that they have any sub- 
stantial inflationary effect upon the economy. 

Let us now take a look at the specific types of cost-reimbursement 
contracts which we use. 

COST CONTRACT 


The cost. contract is a cost-reimbursement-type contract. under 
which the contractor receives no fee. Under this type of contract, the 
Government agrees to reimburse the contractor for allowable costs of 
performance as governed by ASPR section XV and specific terms of 
the contract. It is used principally for research and development 
work with educational institutions and other nonprofit institutions. 

For procurements over $10,000 during fiscal year 1959, 3 percent of 
our procurement dollars were obligated by such contracts, accounting 
for 3.6 percent of such procurement actions. These percentage sta- 
tistics as include the relatively little used cost-sharing-type contract 
which will now be discussed. 


COST-SHARING CONTRACT 


The cost-sharing contract is one under which the contractor receives 
no fee and is reimbursed only for an agreed portion of his allowable 
costs, as governed by ASPR, section XV. The cost-sharing type of 
contract recognizes that the contractor sometimes benefits substan- 
tially (apart from profit) by the performance of a Government con- 
tract. 

This is particularly true in the field of development work where 
the results of the work performed under a Government contract may 
have profitable commercial application. Where the prospect of com- 
mercial application can be foreseen at the time of entering into the 
contract, contracts are negotiated which provide that the Government 
will reimburse the contractor for only a specified percentage of its 
costs. The unreimbursed portion of the cost of performance repre- 
sents the contractor’s contribution to what is in effect a joint enterprise. 
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COST-PLUS-A-FIXED-FEE CON'TRACT 


The cost-plus-a-fixed-fee contract is a cost-reimbursement. type of 
contract which provides for the payment of a fixed fee to the contrac- 
tor. In addition, the contractor is remmbursed for the allowable cost of 
performing the contract as governed by ASPR section XV and the 
terms of the contract. 

Our present procurement law (10 U.S.C. 2306(d) ) limits the fee for 
performing a cost-plus-a-fixed-fee contract for experimental, develop- 
mental, or research work to not more than 15 percent of the estimated 
cost of the contract, not including the fee. 

For architectural or engineering services for a public work or utility, 
the fee is limited to not more than 6 percent of the estimated cost of 
that work or project, not including the fee. The fee for performing 
any other cost-plus-a-fixed-fee contract may not be more than 10 
percent of the estimated cost of the contract, not including the fee, 

Experience has revealed that, for the most part, cost-plus-a-fixed- 
fee contracts can be negotiated with fixed fees below the maximum 
established by law. ASPR, therefore, requires Secretarial approval 
for any fixed fee of any cost-type contract for experimental, develop- 
mental, or research work in excess of 10 percent of the estimated 
costs, exclusive of fee, and for any other type of cost-plus-a-fixed-fee 
contract, other than for architectural or engineering services, in ex- 
cess of 7 percent. | 

Because the cost-plus-a-fixed-fee contract obligates the Government 
to reimburse the contractor for the allowable cost of performing the 
contract without regard to the estimated cost, it has been our practice 
to specify a maximum amount beyond which the Government will not 
be obligated to reimburse the contractor. The maximum may be 
more or less than, or equal to, the estimated cost. The contractor 
agrees to use his best efforts to complete the contract within the maxi- 
mum limitation, but has no obligation for further performance when, 
despite his best efforts, the contract is not fully performed at the 
time the maximum has been reached, unless the contracting officer 
increases the maximum. 

The cost-plus-a-fixed-fee contract avoids the vice of the cost-plus- 
a-percentage-of-cost contract in that the contractor does not benefit 
by an increase in the costs of performing the contract. Irrespective 
of whether his actual costs are greater or less than the estimated cost, 
the contractor receives the predetermined fixed fee. Of course, if the 
scope of the contract work is increased or decreased, appropriate in- 
creases or decreases both in the estimated cost and the fixed fee are 
negotiated. 

This type of contract, obviously, provides minimum incentive for 
cost reductions. Such incentive as it contains is the result of (1) the 
urge to maximize the relation of fee to ultimate actual cost; (2) the 
need to use labor and facilities effectively on CPFF business so that 
more resources can be devoted to other business; and (3) the desire 

to demonstrate efficient and economical operations as a means of en- 
couraging additional business. 

Because of the lack of incentive, the cost-plus-a-fixed-fee contract 
is the contract type we least prefer. We use it—as stated earlier— 
not sparingly, but grudgingly. This least favored type of contract 
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has been used, during the past fiscal year, in contracts obligating 
more dollars than obligated by any of the various fixed-price types of 
contracts. This reflects and aaleniiie the fact that, regardless of 

reference, contract usage is dictated by the procurement situation. 
The fact that the trend in dollars obligated the CPFF contracts has 
been constantly increasing clearly evidences the trend in defense 
contracting, where development of new weapons predominates and 
buys of production quantities of weapons for inventory become less 
common. 

It should be noted also that the objections to the cost-plus-fixed-fee 
type of contract are not entirely on the Government’s side. In a 
number of respects, this type of contract, as well as the other types 
of cost-reimbursement contracts, are not attractive to the contractor. 
The fact that the Government is directly reimbursing costs necessi- 
tates governmental inspection and control to an extent which many 
contractors consider burdensome. 

Furthermore, the contractor has no assurance that all of the costs 
which he actually incurs or claims to be ‘allocable to the performance 
of the contract will be reimbursed, since only those costs which are 
accepted in accordance with the applicable cost principles set forth in 
ASPR, section XV, are reimbursed. 

For our procurement actions over $10,000 during fiscal year 1959, 
34.38 percent of our procurement dollars were obligated under cost- 
plus-a-fixed-fee contracts and amounted to 10.2 percent of the total of 
such actions. 

COST-PLUS-INCENTIVE-FEE CONTRACT 


We indicated earlier that the weakness of the cost-plus-fixed-fee con- 
tract is its comparative lack of incentive to the contractor to reduce 
his cost of performing the contract. To counter this weakness, the 
cost-plus-incentive-fee contract was developed. It assures the con- 
tractor a minimum fixed fee but permits the fee to be increased within 
specified limits if the contractor performs the contract for less than 
the estimated cost. 

Under this type of contract, the Government and the contractor 
agree at the time of negotiation of the contract upon the target cost 
of performance. The target fee is then determined, as in the case of 
the cost-plus-fixed-fee contract, in relation to the target cost. Also 
established are minimum and maximum fees and finally, a fee-adjust- 
ment formula similar to what is done in a fixed-price incentive contract. 

After performance of a contract, the fee payable to the contractor is 
determined in accordance with the formula. The formula provides, 
within limits, for an increase in fee above target fee when the total 
allowable costs are less than target costs. Conversely, it provides for 
decreases in the fee below the target fee when the total allowable 
eosts exceed the target costs. Thus, we build in an incentive to the 
contractor to increase the efficiency of performance. 

We use the incentive-fee contract where a cost-reimbursement type 
contract is necessary and where there is a probability that its use will 
result in lower costs to the Government than other forms of cost-reim- 
bursement type contracts through cost reduction incentive to the 
contractor. Target and maximum fees are subject to the same admin- 
istrative percentage limitations previously mentioned under our dis- 
cussion of cost-plus-fixed-fee contracts. 
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As an example of usage, this type of contract has been utilized in our. 


aircraft and missile programs. 

For new procurements over $10,000 during fiscal year 1959, 3.2 per- 
cent of our procurement dollars were obligated under cost-plus-in- 
centive-fee contracts, accounting for 0.5 percent of the total of such 
actions. 

SPECIAL INCENTIVE CONTRACTS 


In addition to the various types of contracts previously mentioned, 
we have developed other means of increasing contractor incentive. 
ASPR, under date of April 20, 1959, authorized the use of two new 
ef of special-incentive contracts . ! 

he first of these is the performance-incentive type contract. Its 
purpose is to incorporate an incentive to the contractor to surpass 
stated goals of performance by providing for increases in the fee or 
profit to the extent that such goals are surpassed and for decreases to 
the extent that such targets are not met. This type of contract incor- 


porates, not only the pricing formula of the fixed-price incentive or: 


cost-plus-incentive-fee os of contracts, but also has the objective of 
better performance in addition toa reduction in price. “Performance” 
refers not only to the performance of the article being procured, but 


to the performance of the contractor as well. It includes timeliness of 


delivery, capability and serviceability of the product, ease and sim- 
plicity of operation, economy of maintenance, etc. Performance 
which is the minimum which the Government will accept is mandatory 
under the terms of the contract and is not subject to the incentive 
feature but must be accomplished within the established basic price 
limitation. Thus, the incentive feature is applied to desired per- 
formance rather than mandatory performance; to performance goals 
rather than performance requirements. For example, performance 
goals might relate to the speeds of an aircraft or ship, thrust of an 
engine, maneuverability of a vehicle, fuel economy, ete. 

This type of contract is most suitable for use in procurements of 
complex military weapons where there are either substantial develop- 
ment goals or potentialities for improved performance which are of 
great importance to the Government. The performance-incentive type 
of contract poses complex problems in contract administration and 
requires thorough detailed evaluation of all of the factors involved 


by the contracting officer and his team of specialists. This type of 


incentive contract is used only upon approval of the procurement 
headquarters of the individual military services. 

Since the authorization of this type contract is so new, we do not 
have any meaningful statistical information concerning its use. It 
has been used, however, in aircraft procurement and, just recently, 
in one of our missile programs. 

The second special incentive-type contract with which we are finding 
success, especially in shipbuilding, is the concept of value-engineering 
incentives. This type of incentive is suitable primarly where the 
items being procured are covered by firm specifications. 

Value engineering incentives are designed to encourage the con- 
tractor to maintain a staff devoting time and effort to value engineer- 
ing studies to reduce costs under the contract. In return for this 
effort, the contractor receives a stated percentage of the resultant sav- 


ings. A value engineering study is an intensive appraisal of all the: 
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elements of the design, manufacture or construction, inspection, in- 
stallation, and maintenance of an item and its components, including 
the applicable specifications and operational requirements, in order to 
achieve necessary performance, maintainability, and reliability at 
minimum cost. The peaneee of value engineering is to make certain 
that every element of cost (e.g., labor, material, and supplies) con- 
tribute proportionately to the function of the item. 

Where a change recommended by a contractor’s value engineering 
study is adopted, a change order is issued under the changes clause of 
the contract, together with a reduction in the contract price corre- 
sponding to the agreed percentage of the cost reduction. The con- 
tractor normally shares, by increased profit, in the amount of cost 
saving. On the other hand, the Government is not required by the 
terms of the contract to adopt any recommendations made by the con- 
tractor after a value engineering study. 

Since the ASPR authorization of this type of incentive arrangement 
is also recent, we do not have any meaningful statistics concerning 
its use. We do know, however, that for every dollar the Bureau of 
Ships has spent with contractors under such value engineering 
arrangements, it has saved $12. 


SPECIAL PURPOSE CONTRACTS 


Up to this point, we have discussed fixed-price contracts, cost-re- 
imbursement contracts, and special-incentive contracts. The last 
category of contract types which we wish to mention is what may 
best be called special-purpose contracts. These contract types are 


not utilized to any great extent but they should be included in order 
tocomplete the picture. 


TIME AND MATERIALS CONTRACT 


The time and materials type of contract provides for the procure- 
ment of supplies or services on the basis of payment for direct labor 
hours at specified fixed hourly rates (which rates include direct and 
indirect isbor. overhead, and profit) and material at cost. Material 
handling costs may be included in the charge for “material at cost,” 
provided they are clearly excluded from any factor of the charge 
computed against direct labor hours. Under this type of contract, a 
price ceiling is established which the contractor may not exceed, except 
at his own risk. 

The time and materials contract is used only in those situations 
where it is not possible at the time of placing the contract to estimate 
the extent or duration of the work or to anticipate costs with any 
substantial accuracy. Moreover, its use is restricted, as its disadvan- 
tage is obvious; since it provides for payment of a fixed-price per 
applicable unit of time, it 1s evident that, unless the rate is insufficient 
to cover the contractor’s costs, the total amount of profit under the 
contract is increased proportionately as the number of hours are in- 
creased. For this reason, the time and materials contract is not among 
our preferred types of contracts and is used only after the contracting 
officer has determined that it most suitably serves the requirement. 

It is essential that this type of contract be used only where pro- 
vision is made for adequate controls, including appropriate surveil- 
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lance by Government personnel during performance, to give reason: 
able assurance that inefficient or wasteful methods are not being used, 

At times this type of contract is necessary for repair, maintenance 
or overhaul work or work to be performed in emergency situations, 
However, with respect to procurement which exceeded $10,000 in fiscal] 
year 1959, only 0.8 percent of procurement dollars were obligated 
under time and materials contracts. This accounted for 0.9 percent 
of the total of such procurement actions. 


LABOR-HOUR CONTRACT 


The labor-hour type of contract is similar to the time and material 
type contract. It differs only because the contractor is not required 
to furnish any materials. 

The applicability of this type of contract is the same as for the time 
and materials type of contract, Its disadvantage is also the same, and, 
for this reason, the labor-hour contract is used very infrequently. 

For procurements exceeding $10,000 in fiscal year 1959, only 0.1 per- 
cent of our procurement dollars were obligated by labor-hour con- 
tracts which accounted for 0.2 percent of the total of such procure- 
ment actions. 

This concludes our discussion of the types of contracts used in 
defense procurement. It should be pointed out, however, that our 
responsibility in selecting the most appropriate type of contract does 
not end with the prime contractor. Under date of October 1, 1959, 
ASPR was revised to include a more comprehensive treatment con- 
cerning our subcontracting policies and procedures. This subject 
will be covered in the closing presentation. 


Exursit 9.—How: Fizved-price incentive 
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Senator Tuurmonp. Thank you very much. That is a very inter- 
esting discourse on the contracts which you have presented, and it will 
be very helpful to us. 

Your next paper ? 
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Mr. BANNERMAN. Our next paper is on the subject of Research and 
Development. 

Mr. Chairman, I don’t know what your plans are with respect 
totime. The next one is perhaps about a 20-minute paper. 

Senator THuRMOND. We will continue. 


RESEARCH AND DEVELOPMENT 


Mr. Pue.an. Never before in military history has research and 
development attained the importance it has today. It is the founda- 
tion for all progress in modern weaponry. The continued ability of 
our military forces to defend our way of life depends greatly on ever- 
increasing knowledge and advancement in every field of science and 
technology. 

While money perhaps is not too valid a yardstick of measurement, 
it does evidence the emphasis we have placed on research and develop- 
ment. In fiscal year 1959, our prime contract awards for research, 
development, test, and evaluation work approximated $5.2 billion. 

What is research? What is development? In this presentation, 
which will be brief, we will explain shat research and development 
work is, where we get it, and what we get it from—up to the point 
where a new weapon system is proved feasible. The presentation on 
weapon systems will cover the telescoping of the entire research, de- 
velopment, test, evaluation, and production effort in order to save 
valuable leadtime. 

TYPES OF RESEARCH 


We categorize research as basic or applied. Basic research is di- 
rected toward an increase or knowledge in science. The primary aim 
of its investigator is a fuller knowledge or understanding of the sub- 
ject under study. Applied research is an effort to determine and 
expand the potentialities of new scientific discoveries or improvements 
in technology, materials, processes, methods, devices, and techniques. 
In other words, it attempts to advance the state of the art. 

Development, on the other hand, is the application of engineering, 
technical, and scientific skills, as well as plant and facilities, to the 
design and development, for example, of a particular equipment. or 
weapon. This is done with specific performance goals in mind and 
within limitations such as size and weight. The result of development 
is hardware which would be tested, evaluated, and eventually may be 
produced for our inventory of combat weapons. 

Thus, research and development is a continuous and cyclical process. 
It progresses by degrees and feeds upon itself as it proceeds, engen- 
dering new knowledge and new application of this knowledge as it 
advances. It is also apparent that where one segment of the process 
ends and the other begins is never too clear; edges fade into each 
other as in the color spectrum itself. 


SOURCES 


_ Although we have “in-house” research and development capability, 
it is inadequate for the magnitude of the research and development 
effort required today. It is in the interest both of the national de- 
fense son of the national economy that research and development 
51394—60——7 
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sources be expanded, including greater participation by competent 
small-business firms. Thus, we require unified effort by technica] 
personnel, contracting officers, and small-business specialists to seek 
out new sources with competence in this area, and to utilize their 
‘apabilities to the maximum practicable extent in our research and 
development program. 

Our sources for research and development work are colleges, uni- 
versities, other nonprofit organizations, and industry. The interest 
of industry tends more to applied research and development than to 
basic research. The reason, of course, lies in the fact that this kind 
of research and development usually results in a product for which 
profitable markets may be found. Since colleges, universities, and 
other nonprofit organizations have little or no interest in commercial 
possibilities, they are prime sources for basic research work. 

It is in the field of research and development that unsolicited pro- 
posals are most frequently received. These are ideas or studies in 
science which industry and educational institutions have originated 
and which, since they desire to pursue them further, they present to 
the military departments for possible financial support. Whenever 
such an unsolicited proposal is potentially valuable to us, we may spon- 
sor the firm or institution in the further research or development work 
necessary. 

AWARD OF RESEARCH AND DEVELOPMENT WORK 


It is our policy that research and development contracts should be 
awarded to those organizations, including educational institutions, 
which have the highest competence in the specific branch of science or 
technology required for successful conduct of the work involved. 
Award of such contracts, therefore, is based primarily upon the com- 
parative technical abilities of the proposed contractors rather than on 
comparison of estimates of cost. The reason is that in cost-reim- 
bursement-type contracts, which, as we pointed out in an earlier pres- 
entation, must usually be used for research and development work, 
advance estimates of cost are not always valid indicators of what final 
actual costs will be. This policy of awarding to the most technically 
competent sources results, we believe, both in the most expeditious 
accomplishment of vital research and development, since the most 
advanced firm does not have to duplicate work already done, and in 
lower overall cost to the Government. 

In determining which prospective contractor possesses the highest 
technical competence, the following factors are carefully considered: 

(1) Availability of experienced scientific and technical personnel; 

(2) Availability, from any source, of suitable test or other facil- 
ities; 

(3) Experience or pertinent novel ideas in the specific branch of 
science or technology involved in the proposed contract ; and 

(4) Willingness to devote these resources to the proposed work 
with appropriate diligence. 

In a number of research and development contracts awarded by the 
inilitary departments, there is no substantial question as to the choice 
of the contractor. Examples of such contracts would be those which 
are continuations of work already started under earlier contracts or 
those which involve the development of unsolicited proposals, noted 
earlier. Frequently, however, when a new research or development 
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contract or program is undertaken, there is initially no clear indica- 
tion of the source which should perform the work. The determina- 
tion of the most technically competent source is primarily the re- 
sponsibility of the cognizant technical personnel in the military de- 
artments. Thus, the contracting officer places substantial reliance 
upon the as gm ies of scientific and technical personnel in awarding 
research and development contracts. 

There are no special difficulties in contracting with educational in- 
stitutions. The specifications we use are, naturally, of the perform- 
ance type, the work statement being general. We try to steer a 
median course in our statement of the work to be performed, insuring 
that it is sufficiently specific so as to give direction to the progress of 
the work but not so narrow as to unduly restrict the contractor’s re- 
search or development effort. The institution is reimbursed costs on 
the basis of the principles stated in “Section XV: Contract. Cost 
Principles and Procedures, Part 3—Research Contracts with Edu- 
cational Institutions, of the Armed Services Procurement Regula- 
tion.” Part. 3 is the Department of Defense implementation of Cir- 
cular A-21 issued by the Bureau of the Budget which has government- 
wide application. Thus, the same principles of cost reimbursement 
should apply regardless of which Government agency is involved. 

Since 1952, under 10 U.S.C. 2352, it has been possible to make re- 
search and development contracts for a period up to 5 years. Our 
recognition of the advantages of this Congressional help may be seen 
in the following policy statement (DOD Directive 3210.1) : 

Research depends for its success upon continuity. Sustained financial sup- 
port at even a modest level is likely to produce greater progress at less cost 
than huge expenditures in periods of emergency. Basic research programs are 
seldom successful in the face of marked and unpredictable fluctuations in the 
level of their support. 

An important byproduct of this authority is that it permits col- 
leges and universities to make longer commitments to graduate stu- 
dents to work as research assistants. Graduate students make sub- 
stantial contributions to basic research primarily because they are 
not influenced by past experiences or the confining influence of set 
ideas. Their fresh and enthusiastic approach, combined with the 
guidance they receive from university scientists, contribute immeas- 
urably to our much needed reservoir of scientific knowledge. 


GRANTS 


Mention should be made of Public Law 85-934, entiled “An act 
to authorize expenditure of funds for support of scientific research 
and for other purposes.” The new law permits us to sponsor grants 
for basic research with universities. Presently, we have little experi- 
ence with such grants since instructions implementing the new statu- 
tory authority have only recently been published. But, by compari- 
son with the many clauses and conditions of a Government contract, 
a grant contains very few conditions—usually only those outlining the 
type of research to conducted, permitting revocation of the grant, 
providing for the return of unused funds, and for certain patent rights 
consideration. This gives us discretionary authority to vest title to 
personal property in the contractor, thereby relieving the university 
of the burdensome details of accounting for it. Thus, the features of 
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a grant are the absence of administrative controls by the grantor and 
of the necessity for the grantee to justify his expenditures or to ae- 
count for the supplies and equipment purchased under the grant. We 
expect the use of grants to effect savings because of the substantia] 
reduction in the cost of administering them as opposed to the cost of 
administering contracts. 

INDEMNIFICATION 


As the tempo of scientific exploration increased, particularly in the 
area of atomic energy, a need for Government indemnification of con- 
tractors against nuclear and other extrahazardous risks developed. 
Insurance companies were hesitant, naturally, about entering into 
such fields as research in nuclear physics or radioactivity or the de- 
velopment of nuclear power, because these risks are extremely hazard- 
ous and, also, because of the absence of reliable statistics upon which 
actuarial calculations could be based. Although some insurance was 
written, as in the development of nuclear powered submarines, cover- 
age was limited and other restrictions were imposed. Congress recog- 
nized the problem and, in 1952, enacted authority, now codified in 10 
U.S.C. 2354, which permits us to indemnity research and development 
contractors for the payment of claims incidental to defined extra- 
hazardous risks. 

In this connection, additional statutory authority is needed to per- 
mit transition from the research and development phases of certain 
programs to those of production, maintenance, repair, or actual opera- 
tions, without diminution of the right to grant indemnification to con- 
tractors. For example, when a nuclear-powered submarine has been 
developed and accepted by the Navy and is later returned to the con- 
tractor’s shipyard under a new contract for maintenance and repair 
work, the same need for indemnification exists even though a research 
and development contract is no longer involved. Similarly, the same 
would be true in connection with the construction of the second and 
subsequent vessels identical to a prototype previously developed and 
accepted. 

To fill this void in our indemnification authority and to respond 
to the current need of the military departments, the Department has 
sponsored new legislation to authorize the military departments to 
indemnify contractors against unusually hazardous risks under any 
type of contract. We believe, therefore, that S. 2110 and H.R. 
4103, 86th Congress, Ist session (1959), are necessary, desirable, and 
should be enacted. These bills, which are identical, contain a limi- 
tation of 10 years to enable Congress to review the program after 
experience has been gained under it. 


FEASIBILITY STUDIES 


Petar mee of our more complex weapons is usually preceded 
by special studies conducted “inhouse” or under contract. These, we 
call feasibility studies. They are theoretical studies (1) to deter- 
mine the practicability of combining the latest scientific advances and 
theories for the development of future systems, subsystems, com- 
ponents, and techniques in new operational environments; or (2) to 
explore the possibility of achieving the same goal with existing sys- 
tems, subsystems, components, and techniques. 


ES _ 


D 
as tl 
F 
anal 
cate 
plic: 
vide 
not 
jorl 
defe 
T 
sem 
is Ci 
whe 
7 
imp 
dev 
tere 
reas 
| 
hely 
whi 
dev 
her 
wis 
ena 
the 
con 
pro 
~ 


\ 
pol 
ean 

] 
anc 
dot 

] 
wil 
of 
De 


dot 
7 


4 


« 


‘ 
stu 
sib 
be 


: 
mo 


10 


- = a 


oe 


~ 


— ——_ “D 


es 


| 


PROCUREMENT STUDY 97 


Decisions to develop many current weapon systems have been made 
asthe result of feasibility studies. : 

For example, shortly after the outbreak of the Korean conflict, an 
analysis of the air defense system then existing in our country indi- 
cated that we were vulnerable to airborne attack. The drastic im- 
slications of a mass attack by bombers carrying atomic bombs pro- 
vided the impetus for an immediate study to determine whether or 
not it was feasible to employ electronic computers to replace the ma- 
jority of the functions then being performed manually within air 
defense control centers. 

The results of this study are now well known. From it grew the 
semiautomatic ground enviroment (SAGE) system. This equipment 
is capable of automatically guiding a missile many miles out to sea 
where it can intercept and “kill” an enemy bomber. 

Thus, feasibility studies assure that we do not contract for the 
impossible. Additionally, they enhance the probability that, when 
development is undertaken, expenditures is a designated area of in- 
terest will result in reasonable assurance of successful completion at 
reasonable cost. 

This general description of research and development will prove 
helpful, we believe, in considering the subject of weapon systems, 
which will be discussed next. While we have separated research and 
development and weapon systems for the purposes of our discussion 
here, they are, of course, very much interrelated. In concluding, we 
wish to repeat what was said in our dicussion of exception 11, that 
enactment of section 6 of S. 500, allowing secretarial delegation of 
the authority to make determinations and decisions that particular 
contracts involve research and development work, would help to im- 
prove our procurement procedure in this very important area. 

Senator THurmonp. Thank you very much. 

We have a good many questions but we will wait until later to pro- 
pound those, and we will transmit them to you beforehand so you 
“an supply them for the record. 

I think you have presented some very fine material here today, 
and I want to commend you and your associates on what you have 
done. 

I am quite sure it will be enlightening to the subcommittee and 
will be very helpful to us in the study we are making. The matter 
of procurement is one of the most important phases of our Defense 
Department. We spend more money on that than anything else, 
don’t we ? 

Mr. BANNERMAN. Yes, sir, we certainly do. 

Senator THurmMonp. And so if we can make a thorough, careful 
study of this phase of our defense work, as we hope to do, it is pos- 
sible that we might come up with something helpful that would be of 
benefit to the Defense Department and to the public. 

Thank you very much for your fine presentation today. 

Mr. BANNERMAN. Thank you, Mr. Chairman. 

Senator Tourmonp. We are going to adjourn until 10:30 tomorrow 
morning. 

(Whereupon, at 4 p.m., the commmittee adjourned to reconvene at 
10:30 a.m. Tuesday, February 9, 1960.) 
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TUESDAY, FEBRUARY 9, 1960 
U.S. SENATE, 


SUBCOMMITTEE ON PRocUREMENT 
OF THE COMMITTEE ON ARMED SERVICES, 
Washington, D.C. 

The subcommittee (consisting of Senators Thurmond (chairman), 
Stennis, Ervin, Cannon, Saltonstall, and Bush) met, pursuant to re- 
cesss, at 10:30 a.m., in room 212, Senate Office Building, Senator 
Thurmond (presiding). 

Senator THurMonp. The subcommittee will come to order. 

We will proceed with the next statement. 


STATEMENT OF G. C. BANNERMAN, DIRECTOR FOR PROCUREMENT 
POLICY, OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
(SUPPLY AND LOGISTICS); ACCOMPANIED BY JOHN J. PHELAN, 
ASSISTANT DIRECTOR FOR PROCUREMENT POLICY; J. NASH; AND 
COMDR. J. M. MALLOY, U.S. NAVY, CHAIRMAN, ARMED SERVICES 
PROCUREMENT REGULATION COMMITTEE—Resumed 


Mr. BannrerMaN. All right, Senator. 

Commander Malloy will give the next statement on Weapon 
Systems. 

Senator Tuurmonp. We are glad to hear from you, Commander. 


Weapon Systems 


Commander Matioy. This presentation is headed “Weapon Sys- 
tems.” 

Our purpose in this presentation will be to explain what the weapon 
system concept is, where it came from, how we use it, and why we 
need it. In loin so, we may all come to appreciate more fully both 
the simplicity and logic of its basic concept and the complexities in- 
volved in its execution. 

INTRODUCTION 


There is nothing new about weapon systems except the term itself. 
A weapon system—as contrasted with a weapon—is simply an entity 
consisting of an instrument of combat, such as an aircraft or missile, 
together with all related equipment and supporting facilities required 
to bring the instrument upon its target or to the place where it performs 
the function for which it was built. 
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The requirement for a new weapon system comes into being as the 
result of constant assessment of the capabilities of a potential enemy 
and of our technological advances. A requirement having been estab- 
lished and feasibility determined, what is our objective? 

It is to procure the development, production, and delivery of the 
weapon system into inventory in the shortest possible time and at 
minimum cost. Since rapid technological advances tend to make com- 
plex weapons obsolete even before they can be produced, we must tele- 
scope the overall development and production task but remain suf.- 
ficiently flexible in our effort so as to take advantage of advances in 
the state of the art, with minimum impact on both time and costs, 
What we must do is start from scratch and research, design, develop, 
test, produce, and deliver a weapon in 3, 4, or 5 years, which, in normal 
circumstances, would take perhaps twice as many years to accomplish, 

Design, development, production, and operation of a weapon system 
involve several functions normally managed by separate elements of 
the military departments. For example, funding is a comptroller 
function; procurement is accomplished by purchasing offices; storage, 
distribution, and maintenance, as well as training of personnel, are 
separate functions. Thus the problem of coordinating all these re- 
sponsibilities requires a new management approach. This we call the 
weapon system concept. 

There is no single method or formula for Government management 
which fits all weapon systems. Thus, internal management may vary 
from a specially devised manager of all functions and commodities, as 
in a complex system like Polaris, to retention of normal managers for 
many of the functions or commodities involved for a relatively simple 
system. Whichever technique of internal management is decided 
upon, however, the responsibility for exercising total management of 
the weapon system remains with the military pene 

The particular management arrangement to be selected depends on 
such factors as the nature of the item, the state of the art, the degree 
of urgency, and inhouse and industrial capability. The same factors 
are also pertinent to the next question, how best to carry out this 
project. Is there inhouse capability to carry the design and develop- 
ment of the new weapon system through prototype manufacturing? 
Should responsibility for design and development of the entire system 
be given to one contractor? Should subsystems and major compo- 
nents be bought directly from the design and development contractor, 
or bought from other sources and Government furnished? Would it 
be better to contract on an associate-contractor basis, as we often do in 
missiles ? 

To answer these questions, an analysis must be made of the tech- 
niques and state of the art in every scientific field which is involved. 
At the same time, an analysis of the qualified sources must be 
undertaken. 

Such analyses give better perspective of the knowns and unknowns 
in technology, probable and possible approaches for pursuing the de- 
velopment effort, advantages and disadvantages of using multiple 
sources, and the scope of the management problem of coordinating the 
overall effort. Evaluating these considerations, then, in the light of 
the time schedule within which the system must be operational, the 
military department concerned is able to plan and to adopt the par- 
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ticular techniques of management and of contracting which are best 
suited to accomplish our overall objective. 

These basic decisions having been made, a whole complex of actions 
are begun. Let us first discuss the source selection process. 


SOURCE SELECTION 


The source analysis, just covered, has narrowed the field to those 
firms possessing the greatest all-around capability for meeting the 
requirements of the new weapon system and its major subsystems and 
components. A request for proposals must now be prepared and sent 
to the firms selected. The request for proposals, of course, would 
also be sent to any other company that requested an opportunity to 
participate. We deny nobody that opportunity. 

It is apparent that proposals which are submitted will be only as 
good as the description of the work set forth in the request for pro- 
posals. Even though it is necessarily a performance-type specifica- 
tion, every effort is made to assure that it will be as definitive and 
complete as possible. 'The work statement must describe the applica- 
tion which the various areas of science and technology have in the 
work to be done. It must also reflect the total engineering and devel- 
opment requirement, including laboratory work and tests. It must 
cover tooling concepts. Support equipment needs must be envisioned. 
Training requirements, both for personnel and devices must be cov- 
ered. Testing programs—static testing and flight testing in the case 
of aircraft and missiles—must be developed. And, above all, the per- 
formance goals which the new weapon system is to achieve must be 
clearly identified. 

The function of a proposal in a weapon system program is to estab- 
lish (1) the managerial and technical approaches and merits of the 
competing prospective contractors’ plans, and (2) the capability of 
each to carry out his plan to meet the requirements of our specification 
or work statement at reasonable cost. The firms solicited are generally 
asked to give specific consideration to certain specific tasks in pre- 
senting their managerial and technical approach. 

Examples for a missile might be: 

1. Integration of missile subsystems, missile assembly and system 
tests, including tooling, test equipment and handling equipment for 
the research and development program. 

2. Preparation of research and development. test facility criteria, 
layout, outfitting, and maintenance of test facilities. 

3. Development of criteria for operational handling equipment, silo 
outfitting, missile checkout, and launch control equipment. 

4, Development of research and development, ground and airborne 
instrumentation for system test and evaluation of the weapon system. 

Moreover, the request for proposals usually suggests that each firm 
submitting a proposal consider the following and any additional fac- 
tors desired, and include in their proposals at least the following 
information : 

1. Organization: An organizational chart showing the specific or- 
ganizations which would be assigned to perform the work; the names 
of key management, scientific and engineering personnel who would 
be assigned to the project and the qualifications and experience of each. 

51394—60—8 
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2. Related experience: Experience of the firm on similar or related 
projects and whether presently performing or negotiating for similar 
or related work with another military department or with Govern. 
ment contractors. 

3. Managerial and technical plan: The overall managerial and tech. 
nical approach to be followed; the problems expected to be encoun- 
tered; methods to solve them; criteria and methods to keep costs at 
a minimum, and so forth. 

4. Subcontracting: The percentage of subcontracting contemplated 
and, if known, the identity of the subcontractors and their work to be 
performed. 

5. Make and/or buy: The proposed make or buy structure—it being 
pointed out that we desire that subcontracting, including maximum 
utilization of small business, by accomplished to the fullest extent 
consistent with efficient performance of the contract. 

6. Delivery: Indication of starting date based on the number of 
days after receipt of award and a time schedule for accomplishment of 
outlined milestones or tasks. 

7. Facilities: Total facility requirements from the point of view 
both of research and development and of production, including what 
is available by ownership, lease, or conversion, and what is unavailable. 

8. Financial information: Necessary budget information based on 
the managerial and technical approach proposed; how financial re- 
quirements are to be fulfilled; and if financing problems exist, their 
extent and anticipated solution. 

9. Cost estimate: Since the Government contemplates a cost-plus-a- 
fixed-fee contract in undertaking a new weapon system development, 
a cost estimate for completion of the project, including a detailed 
breakdown to show how the overall cost estimate was determined; 
the cost estimate portion of the managerial and technical proposal 
to be submitted in separate form to permit separate evaluation of the 
managerial and technical merits and performance portions of the 
proposal. 

After preparation of the requests for proposals has been completed 
and mailed to the firms whose selection we described earlier, some ad- 
ditionally helpful steps are usually taken. Before the time for sub- 
mission of proposals, a preproposal briefing is usually held to which 
are invited all those to whom the request was sent and any other firm 
which has indicated an interest in submitting a proposal. 

The purpose of this preproposal briefing is to make certain that all 
firms fully understand all requirements of the request for proposals. 
Additionally, in the case of a missile, an indoctrination briefing is 
usually given with the same firms invited to attend. The purpose of 
this briefing is to acquaint all prospective contractors with the test 
range and the problems associated with the conduct of flight test pro- 
grams at that range. 

All aspects of all proposals received are carefully evaluated by 
highly qualified personnel in the light of the factors described earlier. 
After complete review, this evaluation group makes specific recom- 
mendations to a higher level of review, composed usually of senior 
officials representing such elements as research and development, pro- 
curement and production, material support, and the operating or using 
agency. On the basis of these reviews and recommendations, the final 
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source or sources are selected usually at the top levels of the military 
department concerned. 


PROGRAM PLANNING AND CONTROL 


Concurrently with source selection, equally intensive efforts are 
ing on in the managerial area. Right at the inception of the pro- 
m, the entire package must be planned and programed. 

As an indication of the scope of the problem, the Nike-Hercules 
program has 10,000 subcontractors and suppliers, whose efforts must 
be controlled and time-phased. Our Government weapon system man- 
agers accomplish this by what they call milestones. These are signi- 
ficant events which must occur by certain points in time, whether their 
accomplishment is by contractors or by the Government. 

The Air Force has identified 146 major milestone actions which 
must be accomplished to deliver a weapon system on time. In the case 
of a contractor, for example, there are points in time when production 
engineering must be completed, when tools must be ordered and on 
hand, when manufacturing space must be available, when subsystems 
checkout must be finished, when each stage of the test program must 
be accomplished and when delivery is required. 

There are equally important milestones on the Government’s side. 
Examples might be the times when the operational plan must be 
spelled out, when mockup inspection must take place, when ground 
support equipment requirements must be known, when the number of 
test vehicles required must be determined, and when operations and 
technical personnel must. be trained. All these milestone actions, 
both contractors’ and the Government’s, must be fused in time so 
that when the weapon is delivered it will be operational and we will, 
in fact, have a complete weapon system. 

In short, effective planning and programing is required with re- 
spect to management of all the equipments and facilities which compose 
the weapon system. It not only must be done initially: it must be 
revised time and time again. 


WEAPON SYSTEM CONTRACTING 


Although our discussion up to this point has mentioned the pro- 
curement function, we wish now to discuss the subject more directly. 

There are no novel principles involved in weapon system contract- 
ing. The policies and procedures of our Armed Services Procurement 
Regulation apply equally to procurement in this area and no differ- 
ently than they do to procurement in other areas. Our basic policy of 
obtaining competition to the maximum extent practicable is pursued 
just as vigorously here aselsewhere. Similarly, our small business and 
labor surplus area programs are equally emphasized. 

The kinds of specifications we use are the basic ones we discussed 
inan earlier presentation. There are no additional types of contracts 
available for special application in weapon system procurement. 
While weapon system contracting may be characterized as generally 
one where little or no initial cost experience is available, the same may 
be found in other areas. 

What distinguishes weapon systems procurement is the same factor 
we have referred to repeatedly—time. The same two basic factors, 
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coordination and time phasing, are overriding considerations in the 
procurement area just as in the management area. Thus, we must 
plan, negotiate, and incorporate contractual provisions to assure com- 
patibility of effort among all participants in the program. Duplica- 
tion of effort must also be avoided. We cannot have a contractor, for 
example, designing a subsystem comparable to one already developed. 

Contracts must be placed for end items, subsystems, and support 
systems so as to insure their availability at the proper time for integra- 
tion into the weapon system. In fact, all the coordination and time 
phasing in the planning and replanning and the programing and re- 
programing in regard to contractors’ operations must be specifically 
covered in contractual documents. 

With the perspective these overriding factors give us, let us discuss 
briefly how weapon systems are procured. We usually break it down 
into phases. Normally, the first phase would involve contracts for 
design and development work and construction of mockups. Con- 
tracts under the second phase would call for completion of engineer- 
ing, construction, and test of prototype units. The third phase would 
be production contracts. 

Contracts under the first two phases are necessarily cost-plus-a-fixed- 
fee contracts, because no adequate basis exists for fixed-price negotia- 
tions. To quote what we said earlier in the discussion of types of 
contracts— 


where we are demanding tomorrow what was unheard of yesterday and where 
the passage between the two is filled with unknowns, the costs of performance 
eannot be estimated with reasonable accuracy. 

Actually, the tasks of these first two phases of contracts are to 
resolve the unknowns and to prepare the most detailed design specifi- 
cations, including precise manufacturing drawings, which are essen- 
tial before any real production of items under phase 3 contracts can 
begin. As progress is made and more knowledge and production ex- 
perience gained, we seek to make fixed-price contracts which provide 
for repricing. Wherever appropriate, even when we must use cost- 
reimbursement-type contracts, we incorporate incentives to reduce 
costs. The possibility of utilizing firm fixed-price contracts usually 
is found at lower subcontract tiers where relatively standard items 
may be involved. But, overall, as specifications become more firm and 
greater production experience is acquired, our direction is always 
toward the fixed-price types of contracts which allow for closer 
pricing. 

“ven though weapon systems contractors are selected only after 
an elaborate and searching source selection procedure, we just do not 
copy the pertinent parts of a proposal onto an appropriate contract 
form and sign it. Rather, there is a big job still to be done. The con- 
tracting officer and his team of specialists study the firm’s proposal. 
Their purpose is to insure that whatever facet of the proposal may 
reasonably be improved, modified, clarified, expedited, or eliminated, 
as the need of the weapon system requirement and the interest of 
Government demonstrate, be negotiated, agreed to, and provided for 
in the contract. 

Up to now, we have not mentioned the subject of pricing. Obvi- 
ously, this goes to the very core of the negotiation. In fact, we con- 
sider it so important that the next presentation will be directed en- 
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tirely to this subject. All we want to point out now is that, 
during the negotiation, intensive review and analysis are made of the 
prospective contractor's facility requirements, its purchasing system, 
its subcontracting plans, its “make or buy” program, and its estimated 
costs for the work involved. 

Reference must also be made to what we call follow-on procure- 
ments; namely, the procurement of the additional quantities of the 
weapon needed to meet the military requirement. At this point in 
time, the weapon system has been produced and accepted, and 
specifications and technical data, including manufacturing drawings, 
are available. 

Why, then, it may be asked, do we so often contract with our initial 
sources? Any number of competent firms should be able to build 
the weapon system. Theoretically, this is true. The problem here, 
however, is that once the initial sources have produced the weapon 
system, we have such an investment in facilities and the contractors 
have acquired such engineering and production experience, that the 
cost, both in dollars and time, would be prohibitive to have new sources 
duplicated. In these instances, as a practical matter, we are committed 
to our initial group of contractors for the duration of the major 
program. 

Thus, while intense competition is generated at the inception of 
such a program, we must in many cases, as a matter of good business, 
negotiate the follow-on procurements with the original sources. This 
we do under the authority which Congress provided for in 
exception 14. 

We do not mean to imply, however, that every single component 
and part is procured from the original contractor. Once all the thou- 
sands of components and parts have been put together and have proved 
themselves in their new environment in a weapon system, some items, 
such as electric generators, batteries, compressors, and the like, tend to 
become stabilized. These, we break out of the overall package and 
procure through widespread competition, either by formal advertising 
or negotiation, as appropriate. 

This, in brief, is weapon system procurement. It is difficult even 
to start with and is further aggravated and complicated by the com- 
pression of time. We meet these procurement problems, as we do the 
management problems, with effective planning, effective programing, 
proper time phasing, and effective contracting. 

In conclusion, we would like to point out that the weapon system 
concept is nothing more, in essence, than a specially created task force 
with specific high priority goals to achieve in a limited period of time. 
We staff it on the Government’s side with the best in management, 
technology, and procurement in the Department, and, on the contrac- 
tors’ side, we seek the best in management, technology, and production 
that industry has to offer. The concept has proved itself time and 
again. We need it and will continue to need it so long as world condi- 
tions remain what they are today. 
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Senator TuurMonD. Thank you very much. 

Who is your next witness ? 

Mr. BANNERMAN. Mr. Chairman, this brings us to our final paper, 
Pricing of Defense Contracts, which Mr. Phelan will present. 


PRICING OF DEFENSE CONTRACTS 


Mr. Puexan. Our pricing policy is to procure what we need from 
responsible sources at fair and reasonable prices calculated to result. in 
the lowest ultimate cost to the Government. Where the forces of com- 

tition are effective, we achieve this goal. We do so by the use of 
either formal advertising or competitive negotiation. Where competi- 
tion is unavailable or ineffective, we seek the same goal by negotiation, 
and we believe we generally attain it. 

How we do so will be the subject of this presentation. We will dis- 
cuss our pricing objectives, our pricing tools, our pricing techniques, 
and the area of subcontracting which requires special attention. 


PRICING OBJECTIVES 


Our primary aim is to negotiate a realistic price. We say a realistic 
price in preference to an “accurate” price. In the context we use it, 
an “accurate” price is one which covers all of a contractor’s properly 
allocated costs plus a previously negotiated profit. Thus, an “accu- 
rate” price is best attained by use of a cost-reimbursement type con- 
tract, which, as made clear earlier, we use from necessity, not choice. 
The reason is, of course, that the contractor’s incentive for cost control 
and creation of operating efficiencies is minimal in this type of contract. 

A realistic price, on the other hand, is one which requires a con- 
tractor to oten with reasonable economy and efficiency in order to 
attain the amount of profit included in the negotiated price. The op- 
portunity of making more or less profit than initially anticipated de- 
pends directly on the contractor’s ability to control effectively all costs 
of performance. 

At the same time, it is our policy to negotiate a reasonable total 
price. In fact, we caution our contracting officers not to become so 
preoccupied with particular elements of a contractor’s estimate of 
costs and profit that the most important consideration, the total price 
itself, is distorted or diminished in significance. This does not mean 
that negotiations are conducted without regard to estimated or actual 
costs. 

On the contrary, price negotiation must be preceded by (1) careful 
review and evaluation of costs, element by element and in total; (2) 
consideration of previous prices paid for the same or similar products 
or services; (3) use of product analysis where appropriate; (4) 
discussion of the proposal and costs, element by element, with the 
offeror or contractor to achieve complete understanding of the esti- 
mating assumptions and the factory, engineering, purchasing and 
administrative operations represented by those costs; and (5) the 
establishment of a particular price objective. 

What, then, is our general pricing objective? It is simply to pay a 
fair and reasonable price for an item of necessary quality to be de- 
livered where and when we need it. A fair and reasonable price is not 
necessarily the lowest price. Obviously, the lowest priced item will 
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not serve the Government’s need if it is deficient in quality or eannot 
be delivered on time. Thus, we seek to effect our procurements to 
the best advantage of the Government, price and other factors cop- 
sidered. 

PRICING TOOLS 


Having stated our pricing objectives, the question then is, how 
do we go about negotiating a realistic price? Who is the individual 
responsible for the whole effort? What tools are available to assist 
him in achieving this realistic price? 

1. Negotiation team: From the time a requirement for a supply 
or service is initiated until the contract is completed, our contracting 
officer is faced with innumerable specialized problems—problems 
which no man could possibly be expected to solve alone. The procure- 
ment cycle will bring him face to face with matters such as specifica- 
tions; delivery requirements; facilities and property requirements; 
the technical and financial capabilities of prospective contractors; 
small business and labor surplus area programs; and insurance, 
patent, cost and legal problems. It is apparent that the contracting 
officer must have help. He has. 

Specialists in such fields as finance, law, contract audit, engineer- 
ing, traffic management, cost analysis, and small business, are avail- 
able to investigate and study the problems and advise and assist in 
solving them. The contracting officer, in effect, then, is captain of a 
negotiation team of specialists with appropriate skills and knowledge. 
He obtains their advice, evaluates their counsel and coordinates their 
individual contributions into an overall Government position. Thus, 
while individually responsible, the contracting officer, of necessity, 
utilizes in a total team effort the best talents and skills we can pro- 
vide. 

2. Types of contracts: Before any contract can be finally priced, 
all pertinent information must be available. Since the time when this 
necessary data is available varies from one situation to another, we 
cannot always finalize the price before the contract is signed. Our 
various types of contracts have been designed to meet this particular 
pricing problem. 

This is one reason why we devoted considerable time, in our dis- 
cussion of types of contracts, to contracts which were priced at the 
beginning, others which were only tentatively priced at the outset 
and were repriced during performance, and still others where a defini- 
tive price never could be established but which required audit of 
costs from beginning to end of the contract. 

The reason for these various types of contracts, as we have pointed 
out, lies in the time when all necessary pricing data becomes avail- 
able. For example, if we possess at the Mesinnting of a contract all 
information necessary to price, a firm fixed price contract can be 
written. If we are unable to rely on all the information remaining 
constant during the period of performance, such as possible increases 
in labor wage rates, a fixed price escalation type of contract would be 
appropriate. 

Again, where some of the necessary information will not be avail- 
able until some time during contract performance, a fixed price rede- 
eat t contract, where final pricing is postponed, would be more 
suitable. 
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Thus, we could go down the list of all of our available types of 
contracts and demonstrate how each contract type is effective in meet- 
ing a particular pricing problem. 

3. Current, complete, and accurate data: In order to achieve our 
goal of negotiating a realistic price, the negotiating team must pos- 
sess current, complete and accurate cost and pricing data. 

During the past year, we have imposed on our prime contractors a 
new certification requirement. It is required in all procurements over 
$100,000 and may also be obtained in procurements of lesser amounts 
if the contracting officer deems it warranted. Specifically, the re- 
quirement calls for the contractor to certify that all available actual 
or estimated costs or pricing data were considered in preparing the 
price estimate and were made known to the contracting officer for his 
use in evaluating the estimate. 

The certificate is obtained immediately prior to agreement on ne- 
gotiated prices, including targets or price revisions. We want to 
make it clear, however, that this certification is not a crutch or a 
substitute for thorough examination and analysis of the proposals by 
the negotiation team. On the other hand, we believe it is an essential 
tool and will materially improve the validity of cost and pricing data 
being submitted to us. 

4, Accurate price aids: There is one area in which we cannot achieve 
a realistic price and have to be content with an “accurate” one. This 
is in cost-reimbursement type contracts, which, we repeat, we use fre- 
quently, but grudgingly. In cost-reimbursement contracts, we never 
finalize a price until completion, but make all payments for contractor 
performance upon the basis of interim and final audit of costs 
incurred. 

How do we insure an “accurate” price? We have three necessary 
and effective aids for this purpose: cost principles, audits, and field 
contract administrative personnel. 

Our cost. principles are included in our contracts by reference. 
They specify the standards and safeguards for determining the allow- 
ability and reasonableness of costs. We do not reimburse any and all 
costs a contractor may incur. For example, interest on borrowed 
capital and donations are specifically made unallowable. 

As we pointed out earlier, our cost principles provide generally that 
a cost is unreasonable, and hence, unallowable, if it exceeds that. which 
would be incurred by an ordinarily prudent firm in the conduct of a 
competitive business. Further, all cost-reimbursement type contracts 
are subjected to audit by our auditors and final payments are made 
only on the basis of their audits. Personnel who administer contracts 
in the field, such as cost analysts, quality control, and production per- 
sonnel, and property and administrative contracting officers, furnish 
valuable information to the contract negotiator for use in pricing. 

One further word of explanation is needed. We do not intend to 
imply that the effectiveness of our cost principles, auditors, and field 
personnel is limited to cost-reimbursement type contracts. On the 
contrary, they play a very important role in any repricing action, such 
as in price redetermination and incentive contracts. 

Our new set of comprehensive cost principles was specifically de- 
vised to provide guidance to the negotiating team in such repricing 
actions. Moreover, it is our policy that the services of our auditors 
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be utilized to the maximum extent in furnishing advisory audit ye- 
ports on contractors’ proposals in these areas. 


PRICING TECHNIQUES 


Now, how do we evaluate proposals? How can we determine, for 
example, whether the estimated cost or proposed price is reasonable 
or whether any particular element of cost. is necessary or reasonable? 
There are three techniques which our negotiation team uses in making 
these determinations: product analysis, price analysis, and cost 
analysis. 

1. Product analysis: Knowledge of the product is essential to sound 
ig The negotiating team places a value or price on the product 

y physical inspection of the product, by review of drawings, quality 
requirements, and job process sheets, from knowledge of manufactur- 
ing and assembly techniques, and study of prior procurement data, 
This provides an estimate of the proper level or value of the item 
being procured. 

The complexity of many items, such as missiles and electronic 
equipments, limits the use of this kind of analysis. It is used exten- 
sively, however, in the pricing of simpler products such as commer- 
cial or semicommercial items, components, and parts. To develop an 
effective product analysis involves answering such questions as: What 
manufacturing processes will be utilized? How much and what types 
of materials will be required? Can it be made more cheaply and still 
perform the function ? 

Where this technique may appropriately be used, it is an effective 
tool in evaluation of price proposals. 

2. Price analysis: Price analysis involves comparing two or more 
prices quoted at the same or different periods of time by the same 
or different suppliers. Some form of price analysis is made in every 
procurement, even when competitive bids or proposals have been re- 
ceived. The degree of price analysis required, of course, is much less 
than where effective competition cannot be obtained. Comparative 
price analysis assists in establishing broad concepts of price relation- 
ship and of reasonable pricing. 

Before undertaking a price analysis, it is essential to assure that 
true comparisons will be made. As an example, the “make or buy” 
concept, which will be discussed later, of two competitors on a weapon 
system project may vary substantially with the result that one firm 
shows a high material charge and a low direct labor charge in rela- 
tion to the other. 

Similarly, a comparison between a current proposal and an histori- 
cal price would have little validity where the specifications for the 
item have undergone substantial change, or where starting load costs 
have been amortized. Thus, to effect a suitable basis for comparison, 
appropriate adjustments have to be made for differences in such fac- 
tors as specifications, starting load costs, quantities, time for delivery, 
Government-furnished materials and the general level of business and 
prices. 

Sometimes, rough yardsticks are developed, such as dollars per 
pound, or per horsepower, to point up gross inconsistencies which 
must be subjected to additional pricing techniques, such as cost analy- 
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sis. These yardsticks are particularly helpful when negotiating with 
one source, since no other products would be available with which to 
compare his estimated costs. pid cies: 

Price analysis readily discloses differences in price, although it may 
not explain them. When the differences or inconsistencies cannot be 
satisfactorily explained or accounted for, cost analysis is available. 

3. Cost analysis: Because a large share of our defense dollar is 
spent on negotiated limited source procurements in which no better 
standards for price comparison exist, the technique of analyzing the 
offeror’s or contractor’s cost estimates is used as a substitute for the 
forces of competition and provides guidance on the fairness and rea- 
sonableness of the prices to be paid. Cost analysis involves the evalua- 
tion of specific elements of estimated cost to determine whether the 
cost of any element can be influenced by closer pricing. 

Cost comparison is one of the first steps in applying this technique, 
for comparisons of particular cost elements may disclose areas re- 
quiring further analysis. Comparison requires reliance upon recorded 
costs derived from the contractor’s books and records of account. To 
the extent quantitative analysis is required, our auditors perform the 
function. Qualitative analysis of costs is also required of other 
members of the negotiation team to determine reasonableness of 
amounts and prices when compared with other types of material, other 
manufacturing processes, other types of labor or other tooling con- 
cepts. 

Forecasting future cost trends from historical cost experience is 
particularly important in pricing production-type items. In periods 
of either rising or declining costs, an adequate cost analysis must 
include evaluation of the trends. Even in periods of relative price 
stability, trend analysis of basic labor and material costs is undertaken 
in cases involving production of recently developed, complex equip- 
ment. 

In some cases, probable increases in labor efficiency, and reductions 
in material spoilage, as a contractor’s work force gains in experience 
with such new products, can be predicted statistically, as by efficiency 
curves to predict the reduction in spoilage rate of learning curves 
to evaluate the reduction in labor hours. 

We should point out that the use of cost analysis is concentrated 
on the elements of cost where the most dollars are involved, rather 
than on elements where but few dollars are to be spent. 

Before cost analysis is undertaken, however, the contracting officer 
must decide the extent of the analysis required in the case at hand. 
How effective have product and price analyses been? What is the 
size of the proposed contract? What will it cost in dollars and time 
to accumulate the information necessary for a cost analysis? 

The advice of our audit personnel is solicited in determining the 
extent of cost analysis to be undertaken. However, cost analysis is 
always effective and desirable whenever : 

(a) Effective competition cannot be obtained ; 

(4) A valid basis for price comparison cannot be established be- 
cause of lack of definite specifications or the novelty of the item; 

(c) Price comparisons have revealed apparent inconsistencies which 
cannot be satisfactorily explained or the prices quoted appear to be 
excessive ; 
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(d) The proposed contract is of a significant amount and is to be 
negotiated with one source, or will probably represent a substantia] 
percentage of the contractor’s total volume of business; or 

(e) A cost-reimbursement, incentive, price redeterminable, or time 
and material contract is negotiated. 


PRICING OF SUBCONTRACTS 

Since a large proportion of the procurement dollar is spent by 
prime contractors in subcontracting for work, raw materials, parts, 
and components, the extent of subcontracting and the quality of sub- 
contract pricing greatly affect the pricing of defense contracts, A]. 
though basic responsibility rests with the prime contractor for deci- 
sions to make or buy, for selection of subcontractors, and for sub. 
contract prices and performance, the contracting officer must possess 
adequate knowledge of these elements of cost and their effect on the 
prime contractor’s price. 

During the past year, the General Accounting Office reported to 
Congress on certain Defense contracts under which postaudits revealed 
that excessive prices were initially paid to some contractors. These 
cases, in our opinion, demonstrated two areas where our procedures and 
practices were weak and needed strengthening. 

One area was in regard to pricing data being furnished by offerors 
or contractors which were not current, complete, or accurate. We 
have specifically taken care of this situation by the requirement for 
closer review and for certification which we described earlier. 

The other area where weakness appeared was in regard to subcon- 
tracting. In short, it was demonstrated that we had been placing 
greater reliance on prime contractors’ pricing of subcontracts than was 
justified in the light of the specific examples of inadequate and ineffee. 
tive pricing cited. 

Accordingly, we have extensively revised, expanded, and strength- 
ened our ASPR coverage of the subcontracting area, to include detailed 
policies and procedures for the evaluation, review, and approval of 
contractors’ make or buy programs, purchasing systems, and proposed 
subcontracts. Review of these matters is particularly necessary where 
the item, system, or work is complex, the dollar value is substantial, 
or competition is limited, and where cost reimbursement, price rede- 
termination, or incentive type contracts are to be used. 

Each of these matters'merits further discussion. 

1. Make or buy program: Make or buy simply means the identifi- 
cation of the particular components, assemblies and parts of the end 
item which the prime contractor intends to make in his own plant and 
those he intends to buy from subcontractors. When necessary to good 
pricing, as in contracts of large dollar value or for complex work, the 
offeror is required to submit his proposed make or buy plan plus 
sufficient information to permit the contracting officer to evaluate it 
in the light of how it affects the interests of the Government. 

There are many factors to consider. What will be the effect on the 
price if he makes a particular component? Has he ever made it 
before? Is it related to his normal inplant operations? How can 
we be assured of requisite quality if he has no prior experience? Can 
he deliver on time? Will new facilities be required? Does he look 
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to the Government to furnish these facilities? Could it be better 
made elsewhere? What other sources have capability and existing 
facilities to make the item of the required quality and at a competi- 
tive price? Have small business concerns been considered and given 
a fair chance to compete? Would it be better if the Government pur- 
chased the item and furnished it to the contractor? 

Thus, even these few examples show the possible effects on the 

rime contractor’s price which may result if certain components, as- 
semblies, and parts are made instead of being bought. 

Accordingly, the “make or buy” program is carefully scrutinized and 
evaluated. Negotiations are pursued with the offeror to effect. what- 
ever changes or revisions in the program appear in the best interests 
of the Government. After agreement is reached with the offeror on 
the program, he is notified of its approval and of any requirement 
imposed by the contracting officer for further review during perform- 
ance of the contract. Further, a clause is generally inserted 
in the contract which requires that the contracting officer be 
notified in advance of any proposed change in the make or buy pro- 
gram together with the reasons and facts which the contractor feels 
justify it. The requirement for further review would be included 
only in contracts which provide for later revisions in price. 

9. Purchasing systems: Another important area in the review of 
eosts and profits is the effectiveness of the offeror’s purchasing system. 
The reasonableness of his estimated material costs is wholly depend- 
ent on how good a job his purchasing department can do. The im- 
portance of this to us is indicated by the fact that so much of the 
work on our larger contracts is subcontracted. 

It has been estimated, for example, that in the airframe industry, 
30 to 40 percent of the dollars is subcontracted; in engines, it might 
run 40 to 60 percent; and, in missiles, it ranges from 30 to 50 percent 
depending on the particular missile. 

The purpose of analyzing the proposed contractor’s purchasing sys- 
tem is to determine, depending on the degree of its efficiency, the 
extent of surveillance which the contracting officer should maintain 
over individual subcontracts. If we find a sound, efficient purchasing 
system, we approve it and watch it on a sampling basis during con- 
tract performance to insure that efficiency is continuously maintained. 
Where we find improvements necessary, we require that changes be 
made. 

Among the things we look for in appraising a firm’s purchasing 
efficiency is the extent to which he examines the price proposals from 
his subcontractors; whether he obtains current, complete, and accu- 
rate cost. and pricing data; how much competition he obtains; how 
he treats his affiliates or other companies with whom he has close 
working arrangements; how he determines the financial and other 
responsibility of his subcontractors; and whether he gives considera- 
tion to our small business and labor surplus area subcontracting 
programs. 

Approval by the contracting officer permits the contractor to make 
subeontracts within stated amounts, without further reference to the 
contracting officer. Obviously, where we can rely on the efficiency of 
the contractor’s purchasing system, we have more assurance of sound 
pricing of the prime contract. 
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3. Review of proposed subcontracts: Review by contracting officers 
of proposed subcontracts is essential in the control of subcontract costs 
during performance of certain types of contracts. For this reason 
under fixed price incentive and redeterminable contracts, advance noti- 
fication and Government consent is generally required of every cost- 
type subcontract estimated to exceed $10,000 and of every other sub- 
contract in excess of $100,000; and, under cost-reimbursement type 
prime contracts, such notification and consent are required for all] 
cost-type, time-and-material, and labor-hour subcontracts and for al] 
other subcontracts exceeding $25,000 or 5 percent of the estimated cost 
of the prime contract. 

Further, in the case of noncompetitively priced subcontracts exceed- 
ing $100,000, the first-tier subcontractors are required to certify to 
the prime contractor that they have disclosed all available and cur- 
rent cost and pricing data relevant to the pricing of the subcontract, 
The form of certificate is similar to that required of prime contractors 
which was mentioned earlier. 

The contracting officer’s consent to proposed subcontracts is ordi- 
narily required on a subcontract-by-subcontract basis. However, the 
mere number of subcontracts—in missile programs, it runs into the 
thousands—imposes such an administrative burden on our contracting 
personnel, that it has been necessary to shift the burden, to some ex- 
tent, to prime contractors whose purchasing systems have been re- 
viewed and found acceptable. Such contractors are permitted to place 
subcontracts within certain limits without further consent from the 
contracting officer, except cost-reimbursement type, time-and-material, 
and labor-hour subcontracts. 

Consent is also required under cost-reimbursement type prime con- 
tracts of proposed subcontracts which provide for fabrication, rental, 
installation, or other acquisition of any item of industrial facilities, 

The contracting officer’s purpose in reviewing proposed subcon- 
tracts is the same as in considering prime contract proposals. Thus, 
after assuring that the proposed subcontract is consistent with the ap- 
proved “make or buy” program, the contracting officer uses the same 
techniques and procedures as are used in evaluating the prime con- 
tract proposal. 

In passing on the reasonableness of costs and prices on proposed sub- 
contracts, a number of factors are evaluated: The extent of competi- 
tion obtained for the subcontract work; if not competitive, whether 
cost breakdowns were obtained and analyzed; and the type of con- 
tract proposed to be used. 

In short, the same standards and criteria for approval of a con- 
tractor’s purchasing system apply to approval of individual sub- 
contracts. 

PROFIT OR FEE 


Profit or fee is only one element of price. It normally represents a 
smaller proportion of the total price than other elements such as labor 
and material. While our prime concern is the reasonableness of the 
overall price, guidelines have been established for negotiation of rea- 
sonable profit or fee. 

Where competition is effective and proposals are on a firm price 
basis, we do not consider in detail the amount of profit included in a 
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rice. For example, if two competing firms bid $105 and $110, we 
would award, everything else being equal, to the firm with the lower 
price, even though, being more efficient, his profit might be 10 percent 
as compared with only 7 percent for the other firm. 

However, where competition is unavailable or ineffective, the esti- 
mate for profit or the proposed fixed fee is analyzed in precisely the 
same manner as are all other elements of the estimated cost or pro- 

sed price. 

As pointed out in discussing Types of Contracts, our objective in 
each procurement is to negotiate the type of contract and price which 
include a reasonable amount of risk to the contractor while, at the 
same time, providing him with the greatest incentive for efficient and 
economical performance. As we have also seen, the firm fixed-price 
contract carries the greatest risk and offers the greatest possibility for 
profit or loss of any type of contract. 

At the other extreme, the cost-plus-fixed-fee contract involves the 
least. risk and the least profit. In between are the types of contracts, 
under which the Government assumes a portion of the risk, such as 
price redetermination and incentive contracts. 

Some other factors which influence the amount of profit or fee are: 

(1) Nature of work to be performed: An important factor is the 
difficulty or complexity of the work to be performed and any unusual 
demands of the contract, such as whether, in research and develop- 
ment work, the project requires a new approach unrelated to existing 
technology. 

(2) Contractor’s performance: The fact that a contractor has con- 
sistently achieved excellent results in meeting his contractual commit- 
ments, as compared with other contractors in similar circumstances, is 
considered in negotiating the profit or fee. Conversely, a poor record 
in this regard is also considered in determining a reasonable profit or 
fee. 

(3) Subcontracting: A relatively large amount of subcontracting 
does not necessarily result in a lesser profit or fee. Of primary im- 
portance is the degree to which subcontracting provides a better prod- 
uct and lower costs, with timely delivery, and in which the contractor 
assumes heavy managerial effort, responsibility, and risk. In this 
connection, favorable consideration is given in determining the amount 
of profit or fee, where a contractor is unusually effective in assisting 
small business and labor surplus area concerns. 

(4) Extent of Government assistance: We encourage our contractors 
to perform with a minimum of financial, facilities, or other assistance 
from the Government. Where substantial assistance must be fur- 
nished by the Government, this factor is considered in determining 
the profit or fee. 

A fair and reasonable provision for profit or fee cannot be made 
simply by applying a certain predetermined percentage to the cost 
estimate or selling price of an item. Instead, the profit or fee is first 
established as a dollar amount, even in cost-reimbursement-type con- 
tracts, after considering the factors we mentioned and all others 
which are relevant. 

Finally, all factors, including those pertinent to profit or fee, must 
be evaluated in the light of our basic policy that supplies and services 
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shall be procured from responsible sources at fair and reasonable 
prices calculated to result in the lowest overall cost to the Government, 

Mr. Chairman and members of the committee, we have shown you 
how we are organized to price defense contracts, the tools that have 
been made available, the techniques which have been developed, and 
the two areas, prime and subcontract,.on which we concentrate. 

We believe we have provided necessary and effective policies, pro- 
cedures, tools, and techniques for a creditable pricing job to be done, 
And, although all judgment decisions required in a $25 billion pro- 
curement program cannot be made without sometimes wishing for 
the opportunity to make a few of them over again, a creditable pricing 
job is being done. 

This is not to say we are satisfied. We recognize only too well that 
improvements can be made. Each military department has empha- 
sized the training of its procurement people. Numerous training 
courses at all required levels of skill are regularly being conducted, 
In addition, we are studying ways to provide for joint training of 
senior procurement personnel. ‘This, we believe, will increase our 
overall effectiveness. Similarly, since policies and procedures are not 
an end in themselves, we recognize and are meeting the necessity of 
assuring compliance and execution by our contracting personnel and 
cooperation by defense contractors in our policies and procedures, 
The problems in a program so vast as defense procurement are both 
numerous and complex. We do not claim to have all the answers, 
We appreciate, sincerely, constructive assistance from any source at 
any time. 

Senator THurmonp. Mr. Bannerman, the staff informs me that the 
spadework on these papers was done by Mr. John J. Phelan, Jr.,, 
your assistant; Mr. Emanuel Kintisch, of the Army; Mr. Herbert L. 
Brewer, of the Navy; and Col. Donald E. Sowle, of the Air Force. 

I think these papers represent a commendable effort to reduce and 
compress a vast subject into a logical and understandable presenta” 
tion. The subcommittee appreciates the work that was necessary to 
prepare the papers. ' 

Moreover, we thank you and Commander Malloy for your effective 
assistance in presenting them, and we shall have some questions to 
propound at a future hearing, or we may decide just to submit the 
questions to you to be answered. 

Again I want to thank you and your associates for the splendid 
papers and the presentation that you make here. 

Mr. BannerMAN. Thank you very much, Mr. Chairman. We cer- 
tainly appreciate the opportunity to present them. ‘ 

Senator Tuurmonp. This completes the subecommittee’s hearings at 
this time, and we will adjourn now subject to the call of the Chair. 

(Whereypon, at 11 :25 a.m., the hearing was adjourned subject to the 
call of the Chair.) 


Xx 








